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Bad Debt Reserve Methods 
For Banks 


WESTON VERNON, Jr. and HOWARD A. BOLTON 


In recent years, commercial banks have been testing 
two methods approved by the Commissioner of Internal Rev- 
enue for computing “reasonable” annual additions to bank bad 
debt reserves. The first of these methods, known as the “mov- 
ing average” method, was made available to banks in 1947 
upon the Commissioner’s release of Mimeograph 6209. That 
method which was a substitute for the general “statutory” re- 
serve method by which banks utilizing the reserve method had 
theretofore computed their reserve additions, promised only 
short-run benefits as a result of limitations imposed by the 
Mimeograph and a series of letter rulings. 

Following further study, a second method, referred to 
as the “alternative method”, was authorized in 1954 by Rev- 
enue Ruling 54-148.° The alternative method provided tem- 
porary relief by allowing banks some latitude in selecting their 
loss experience periods. 

There are current indications that bankers are seeking 
modifications of the present methods, aimed at increasing 
allowable deductions from gross income for annual reserve 
additions. It has been suggested that the ceiling on accumu- 


WESTON VERNON, JR., is a member of the New York and District of Columbia 
Bars. He is a former President of the New York State Bar Association and a partner 
of Milbank, Tweed, Hope & Hadley, New York City. 

HOWARD A. BOLTON is a member of the New York Bar and associated with 
the firm of Milbank, Tweed, Hope & Hadley, New York City. 

1 1947-2 Cum. Bull. 26. The moving average method was first available in taxable years 
beginning after December 31, 1946. 

2 The term “general statutory reserve method” is used here to indicate the reserve method 
allowed under Section 166(c) of the Internal Revenue Code of 1954, and similar provi- 
sions of prior laws, to distinguish such method from the more specific formulae methods 
sanctioned by Mimeograph 6209 and later rulings stemming from this mimeograph. 

3 1954-1 Cum. Bull. 60, applicable to taxable years beginning after December $1, 1953. 
This ruling was first issued as I.R. Mim. No. 54-55, on April 8, 1954. 
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lated reserves be increased and that commercial banks be al- 
lowed the additional alternative of computing their reserve 
additions on the basis of an industry-wide loss experience per- 
centage.* 

This article summarizes briefly the history of the re- 
serve method of deducting bad debts including the two reserve 
methods for banks, and points out some of the difficulties en- 
countered in the application of the general statutory method 
to bank bad debts. The article also synthesizes the rulings and 
cases relating to the two bank bad debt reserve methods. ‘The 
last section of the article is devoted to a discussion of the bad 
debt reserve method provided by Section 593 of the Internal 
Revenue Code of 1954 for mutual savings banks and certain 
other mutual savings institutions. 


DEVELOPMENT OF THE RESERVE METHOD 
FOR COMMERCIAL BANKS 


Until 1921, when Congress first authorized the reserve 
method of accounting for bad debts, all bad debt deductions 
were based upon the specific charge-off method.’ No recog- 
nition was given to bad debt reserves for Federal income tax 
purposes.° Under the Revenue Act of 1921, however, a de- 
duction was allowed for “Debts ascertained to be worthless 
and charged off within the taxable year (or in the discretion 
of the Commissioner, a reasonable addition to a reserve for 
bad debts)”.’ The ascertainment and charge-off test was 
eliminated in 1942, followed by a change in punctuation in 1943. 
Since that time, until the enactment of the 1954 Code, a de- 


4 American Banker, July 3, 1956, p. 1, Col. 8, which summarizes the results of a survey 
conducted by the American Bankers Association to determine the experience of 

under present bad debt reserve methods. See also The Wall Street Journal, January 
11, 1956, p. 1, col. 5; American Banker, April 20, 1956, p. 1, col. 4. 

5 Revenue Act of 1913, Sec. II, subd. 2, B, fifth, and Revenue Act of 1916, Sec. 5(a), sixth 
which allowed deductions only for “debts due to the taxpayer actually ascertained to 
be worthless and charged off within the taxable year.” In 1918, the words “due to the 
taxpayer actually” were eliminated. Revenue Act of 1918, Sec. 214(a) (7). 

6C. P. Ford & Co., Inc., 28 B.T.A. 156 (1933). Additions to reserves are, in q 
not deductible for Federal income tax purposes. The 1954 Code authorizes reserves for 
bad debts (Secs. 166(c) and 598), and the reserve for worthless securities of banks (Sec. 
582). Section 462, which authorized reserves for estimated expenses, was repealed retro- 
actively in 1955. 

7 Sec. 284(a) (5), which applied to corporations. In enacting this provision, Congress 
expressed the view that the reserve method is “much less subject to abuse than the method 
of writing off bad debts required by the present law.” H. R. Rep. No. 350, 67th Cong., 
Ist Sess.; 1989-1 (Part 2) Cum. Bull. 177. 
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duction was allowed for “Debts which become worthless within 
the taxable year; or (in the discretion of the Commissioner) 
a reasonable addition to a reserve for bad debts”.* Without 
intending to change existing law as set forth in Section 28 
(k) (1) of the 1989 Code,’ Congress separated the specific 
charge-off and the reserve methods in the 1954 Code, em- 
bodying them in subsections (a) and (c), respectively, of Sec- 
tion 166. 

Thus, it may be seen that since 1921 the bad debt re- 
serves of commercial banks have been governed by the same 
statutory provisions as those of other taxpayers entitled to 
use the reserve method. Distinctions have been made since 
1947, however, between the treatment of bad debt reserves 
of commercial banks and those of other taxpayers through ad- 
ministrative rulings, principally Mimeograph 6209 and Rev- 
enue Ruling 54-148. Both of these rulings recognize, at least 
implicitly, the difficulties encountered by banks prior to 1947 
in the application of the statutory reserve method. 


LIMITED USEFULNESS OF THE GENERAL 
STATUTORY RESERVE METHOD 


The general statutory reserve method is, in theory, an 
attractive alternative to the specific charge-off method. One 
advantage is that, under the reserve method, estimated collect- 
ible loans may be reflected in the books without anticipating 
the particular loans which may prove uncollectible.” Since 
a reserve for bad debts is a “valuation account”,” total loans 
and discounts at the end of each year will in effect be reduced 
by the amount of the bad debt reserve balance, including the 
current year’s addition to the reserve. The result is a total 
net loans figure which reflects estimated losses based upon the 
current volume of loans. 

The use of the general statutory reserve method may 
also be advantageous in reducing fluctuations in the amount 
of a bank’s taxable income, since the deduction for the reserve 
8 Sec. 28(k) (1), Int. Rev. Code of 1939. 
® Sen. Rep. No. 1622, 83rd Cong., 2d Sess., p. 199. 

10 See S. P. McCall, 18 TCM 446, 450-451 (1954). 


aa ne December 29, 1947, 485 CCH 16050 par. (1) (B); LT. 3986, 1949-1 Cum. 
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addition in any year is based upon the amount of loans currerit- 
ly outstanding. In addition, the reserve method permits to 
some extent the matching of bad debt losses and interest in- 
come from loans. This consideration is of special importance 
to long-term lenders, who may include in gross income sub- 
stantial amounts of accrued interest from loans which ultimate- 
ly become uncollectible. 

In practice, these advantages of the general statutory 
reserve method have not been realized fully, partly because of 
the ambiguity of the term “reasonable addition” to a bad debt 
reserve and partly because of the discretion vested in the Com- 
missioner to allow, and consequently to disallow, deductions 
from gross income on account of such additions to bad debt 
reserves."* The burden rests upon the taxpayer to show that a 
disallowance of a reserve addition was an abuse of the Com- 
missioner’s discretion."* Thus, a taxpayer’s “absolute right” 
to deduct worthless debts’* apparently vanishes when the re- 
serve method is adopted.” 

Problems have also arisen from the Commissioner’s con- 
tentions, in which he has been sustained, that a bad debt de- 
duction in one year cannot be justified on the ground that 
similar additions to a bad debt reserve have been uniformly 
deducted and allowed in prior years,’ nor upon the ground 


12 “What constitutes a reasonable addition to a reserve for bad debts must be determined 
in the light of the facts, and will vary as between classes of business and with conditions 
of business prosperity. It will depend primarily upon the total amount of debts out- 
standing as of the close of the taxable year, those arising currently as well as those 
arising in prior taxable years, and the total amount of the existing reserve.” Proposed 
Regs., Sec. 1.166-6 (b), and similar provisions of prior Regulations. Although not con- 
templated by the Code or the Regulations, hindsight is sometimes used in determining 
the reasonableness of reserve additions. Mil! Factors Corp., 14 T.C. 1866 (1950); Para- 
mount Liquor Co., 14 TCM 561 (1955), appeal to 8th Cir. pending; Platt Trailer Co., 
Inc., 23 T.C. 1065 (1955) Acq. Int. Rev. Bull. 1955-40, 6. oo G.C.M. 938A, VI-2 
Cum. Bull. 206, 209 (1927), which states in part: “ ... If $20,000 was a reasonable 
laddition to a reserve for bad debts for 1921 under the ‘facts existing at the close of 
1921, the original deduction should stand, ... .” (Italics added) 

18 “Reserves of any sort are not ordinarily deductible, . .. and when Congress so far 
departs from the customary practice as to permit such a deduction as to a bad debt 
reserve, the condition lice., the exercise of discretion by the Commissioner] is as im- 
portant as the permission.” C. P. Ford & Co., Inc., 28 B.T.A. 156, 158 (19838). 

4 See, for example, Walter H. Goodrich & Co., Inc., 40 B.T.A. 960 (1989), appeal dis- 
missed, 2d Cir., May 18, 1940; H. Wolff Book Mfg. Co., Inc., 9 TCM 1012 1980) ; The 
First National Bank of La Feria, 24 T.C. 429 (1955), aff'd per curiam, —F 2d—, 56-2 USTC 
19725 (5th Cir., 1956). 

15 C, P. Ford & Co., Inc., 28 B.T.A. 156, 158 (1983); Pennsylvania Forge Corp., 2 TCM 
we, 728 (1948) . 

6 Krim-Ko Corp., 16 T.C. $1 (1951) Acq. 1951-1 Cum. Bull. 2 
17 Bek Motor Co., 41 B.T.A. 300 (1940), aff'd on other ae Black Motor Co. v. 
Comm’r, 125 F.2d 977 (6th Cir. 1942). See also Pennsylvania Forge Corp., 2 TCM 
723 (1948) ; Art Metal Construction Co. v. U. S., 17 FSupp. 854 (Ct. Cl Cl. 1987): Holmes- 
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that other businesses extending credit to similar classes of trade 
have sustained losses comparable to those sought to be de- 
ducted.** Moreover, amounts determined by examining agents 
as “reasonable additions” have often been based upon as little 
as five years’ loss experience,” even though that period would 
seem clearly inadequate in most instances to produce a repre- 
sentative average loss experience percentage covering losses 
of both good and bad years in the economic cycle. 

The advantages of the reserve method have also been 
diminished considerably by the denial of “recovery exclusion” 
benefits to reserve method taxpayers. While taxpayers using 
the specific charge-off method have been entitled to exclude 
bad debt recoveries to the extent that the corresponding bad 
debts were deducted without tax benefit in prior years, the 
Treasury has taken the position that this “recovery exclusion” 
principle is not available to reserve method taxpayers since 
their bad debts are not “deducted” when charged to the re- 
serve.” The effect upon reserve method taxpayers has been 
to reduce their annual reserve additions by the amounts of 
their bad debt recoveries, since recoveries must be added to re- 
serves and taken into account in determining “reasonable” 
annual additions. The Treasury’s position does not appear to 
have been contested in litigation, although its validity may be 
open to some question.” 

Darst Coal Corp., 11 TCM 122 (1952), af’d 209 F.2d 957 (6th Cir. 1953). This rule 
may work in the taxpayer’s favor, as in H. W. Porter & Co., Inc., 14 T.C. 307 (1950) 


Acq. in part 1950-1 Cum. Bull. 4, Nonacq. in part 1950-1 Cum. Bull. 7, rev'd on another 
issue, 187 F.2d 989 (Sd Cir. 1951). 


18 The R. J. M. Co., 5 TCM 491, 498 (1946). 

19 ay Release, December 10, 1947, announcing the release of Mimeograph 6209. 485 
CCH 1% 6039. 

20 Proposed Regs., Sec. 1.111-1 (a). See S. P. McCall, 18 TCM 446, 450-451 (1954). 
The Treasury probably will take the same position under Section 881 (c) (12) of the 
1954 Code, which permits transferee corporations in certain “tax-free” reorganizations to 
exclude from gross income recoveries on bad debts deducted without tax benefit in 
earlier years by transferor corporations. 

21 J, F. Johnson Lumber Co., 3 T.C. 1160 (1944) Acq. 1945 Cum. Bull. 4; Boyd-Richardson 
Co., 5 T.C. 695 (1945) Acq. 1946-1 Cum. Bull. 1; Ralphs-Pugh Co., Inc., 7 T.C. $25 
(1946); M. & E. Corp., 7 T.C. 1276 (1946) Acq. 1947-1 Cum. Bull. 3; Zellerbach Paper 
Co., 8 T.C. 511 (1947) Acq. 1947-2 Cum. Bull. 5; ABC Brewing Corp., 20 T.C. 515 
(1958) Acq. 1954-1 Cum. Bull. 8, aff'd, ABC Brewing Corp. v. Comm’r, 224 F.2d 488 (9th 
Cir., 1955). A somewhat different argument might be advanced on the basis of The 
Erie County United Bank, 21 T.C. 686 (1954) Acq. 1954-2 Cum. Bull. 4, which held 
that recoveries of loans involuntarily charged off, but not deducted, by predecessor banks 
were recoveries of capital to the successor bank since the basis of the loans, never re- 
duced through deductions from gross income, carried over to the successor in the - 
tervening reorganization. Thus, if the Treasury’s position taken in Proposed Regs., 
1.111-1 (a) (1), to the effect that bad debts which are charged against a reserve = 
not “deducted”, is sound, the basis of loans of reserve method taxpayers is never re- 
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In view of the great importance of this problem to 
commercial banks, whose loans and discounts generally con- 
stitute their most important single asset, the general statutory 
reserve method as administered was found to be most unsatis- 
factory. Bank representatives pressed for a new bad debt 
reserve method for banks similar to the methods then in effect 
in some of the states, such as California. Their efforts cul- 
minated in the release of Mimeograph 6209 and a series of 
amplifying rulings which are discussed in this article. 


RESERVE METHODS NOW AVAILABLE 
TO BANKS 


Where the taxpayer is a “bank,” the moving average 
and alternative methods provide formulae for computing rea- 
sonable annual additions to such reserves. While it would 
seem that a bank should be allowed to use the general statutory 
reserve method without regard to the limitations imposed 
under the moving average and alternative methods, the Com- 
missioner has taken the position that a bank using the general 
statutory method is subject to the maximum annual deduction 
and ceiling limitations of the moving average method as set 
forth in Mimeograph 6209.” 

Assuming that a bank has not previously elected a 
method of deducting bad debt losses, and consequently is free 
to elect any method desired, it may elect any one of the 
reserve methods mentioned above, or it may use the specific 
charge-off method of Section 166(a).%* If the general statu- 
tory reserve method is elected, the Commissioner apparently 
will apply the maximum annual deduction and ceiling limita- 
tions of Mimeograph 6209. 


duced through deductions, and therefore, to the extent of such basis, recoveries constitute 
capital recoupments. 
22 The Bureau held initially that the moving average method must be used by banks 
changing to the reserve method in 1947. Ruling, December 29, 1947, 485 CCH 1% 6050, 
par. 6. Upon reconsideration, however, the Bureau held that the use of the twenty-year 
moving average rule would be required only for the purpose of determining the maximum 
deduction and the bad debt reserve ceiling. Ruling, January 29, 1948, 485 CCH 1 
6070, question (5). No published ruling has appeared on this point since the issuance of 
Revenue Ruling 54-148. Banks using the statutory method when Mimeograph 6209 was 
released were permitted to continue using that method, subject to the ceiling limitations 
under the Mimeograph. Ruling, December 29, 1947, supra, par. 7. 
23 A bank is not required to adopt the reserve method merely because it is given per- 
mission to do so. Ruling, March $1, 1948, 485 CCH 1 6115. 
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A bank which has elected to use a reserve method may 
not change to another method without first securing the Com- 
missioner’s permission in accordance with the procedure set 
forth in the Regulations.” 


“BANKS” DEFINED 


The moving average and alternative methods may be 
employed only by “banks or trust companies incorporated and 
doing business under the laws of the United States (including 
laws relating to the District of Columbia), of any State, or of 
any Territory, a substantial part of the business of which con- 
sists of receiving deposits and making loans and discounts.” 
Certain mutual savings institutions, for which a separate bad 
debt reserve method has been established, are expressly ex- 
cluded.” 


As the above definition indicates, a commercial bank 
desiring to use the moving average or the alternative method 
for computing its bad debt reserve additions must not only 
be incorporated and doing business under the laws of one of 
the jurisdictions listed, but also must receive deposits and 
make loans and discounts as a substantial part of its business. 
Thus, a savings bank having shares of capital stock and other- 
wise meeting the requirements of the above definition is eligible 
to use the moving average or alternative reserve method. On 
the other hand, a trust company engaged primarily in the ex- 
ercise of fiduciary powers” may not use either of the special 
bank bad debt reserve methods. 


24 Proposed Regs., Sec. 1.166-1 (a). 

25 Mim. 6209, supra, par. 8; Rev. Rul. 54-148, supra, Sec. $3. Compare the much broader 
definition of a “bank” set forth in Section 581 of the 1954 Code. The question as to 
whether an institution is a “bank” for Federal income tax cr is a Federal question. 
Staunton Industrial Loan Corp. v. Comm’r, 120 F.2d 930, 988 (4th Cir. 1941); Morris 
Plan Bank of New Haven v. Smith, 125 F.2d 440, 441 (2d Cir. 1941). Accordingly, an 
institution may be considered a bank for Federal purposes even though it does not mails 
as a bank under state law. Mutual Savings & Loan Co., 44 B.T.A. 1204, 1206 (1941), 
appeal dismissed, 4th Cir., December 9, 1941. Conversely, "Palm Beach Trust Co., 9 T. C 
1060 (1947) Acq. 1948-1 Cum. Bull. 8, modified on other grounds, Palm Beach Trust Co 
v. Comm’r, 174 F.2d 527 (DC Cir. 1949), cert. denied $88 U.S. 825 (1949). 

26 “ Such term [banks] as used in Mimeograph 6209 and herein does not include mutual 
savings banks not having capital stock represented by shares,.domestic building and 
loan associations, or cooperative banks without capital stock organized and operated 
for mutual purposes and without profit.” Rev. Rul. 54-148, supra, Sec. 3. Bad debt re- 
serves of these excepted institutions are discussed below. 

27 ~ Magruder v. Safe Deposit & Trust Co. of Baltimore, 191 F.2d 981, 985 (4th Cir. 
1941). 
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Banks reporting income for tax purposes on the cash 
basis, if otherwise qualified under the above definition, may 
employ either the moving average or the alternative method,” 
provided their bad debt reserves are established against losses 
of capital or taxed income.” 


APPLICATION OF THE MOVING AVERAGE 
AND ALTERNATIVE RESERVE METHODS 


The procedures for applying the moving average and 
the alternative methods are substantially identical®, differing 
principally in the manner of selecting the 20-year average 
loss experience period. The first step in applying either method 
is the determination of the average loss experience factor, which 
is the percentage of net bad debt losses to outstanding loans 
over the appropriate loss experience period. This factor is 
then applied to total loans outstanding at the end of each 
taxable year to determine, subject to ceiling limitations, the 
amount of the deduction from gross income on account of the 
reserve addition for the year. The amount thus determined 
is deemed to be a “reasonable” addition to the reserve. 

If the moving average method is employed, the loss 
factor is based upon net bad debt losses and total outstanding 
loans for the 20-year period ending with the close of the tax- 
able year for which the reserve addition is computed.” As the 
name indicates, a moving average factor is computed for each 
taxable year. Where the alternative method is used, however, 
the factor is computed on the basis of the taxpayer’s ex- 
perience over any 20 consecutive years of its existence since 


28 Mim. 6209, supra, par. 2; Rev. Rul. 54-148, supra, Sec. 4.04. See also First National 
Bank of Omaha, 17 B.T.A. 1858 (1929) Acq. IX-2 Cum. Bull. 20 (1930), modified on 
other grounds, First National Bank of Omaha v. Comm’r, 49 F.2d 70 (8th Cir. 1931), 
which is quoted with approval on this point in I.T. $957, 1949-1 Cum. Bull. 65; LT. 
2540, IX-2 Cum. Bull. $47 (1930), revoking question and answer XIII of G.C.M. 988A, 
VI-2 Cum. Bull. 206, 209 (1927), following the Commissioner’s acquiescence in the 


ve-cited case. 
28 Estate of Maurice S. Saltstein, 46 B.T.A. 774, 777 (1942) Acq. 1942-1 Cum. Bull. 14, 
where bad debt reserves of cash basis taxpayers are likened to depreciation deductions, 
which are taken on a percentage basis rather than upon the actual physical depreciation 
sustained. For a comparison of depreciation and bad debt reserves, see O’Meara, “Mimeo- 
gre <p y Ceiling on Bad Debt Reserves for Banks”, 19 U. of Cincinnati 
. Rev. : 

80 Unless inconsistent, the rules for applying the moving average method are express 
applicable to the alternative method. Rev. Rul. 54-148, p Bovey Sec. 4.04. ad 
8 Mim - 6209, supra, par. 3, stating that the 20-year experience period represents a 
a me pe long period of a bank’s experience to constitute a reasonable cycle of good 
an years. 
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1927.°° While the loss factor of a bank employing the alter- 
native method may remain relatively constant, the rulings 
do not expressly preclude a bank from changing its loss ex- 
perience period, and thus its loss factor, in any year. 

Following the release of Mimeograph 6209, the question 
arose as to whether the loss factor should be computed by ag- 
gregating 20 annual percentages of net bad debts to outstand- 
ing loans and dividing the sum by 20, or by totaling net bad 
debts for the entire 20-year period and dividing that total by the 
aggregate year-end loans for the period. Since no specific pro- 
cedure was prescribed, the Bureau allowed an election to com- 
pute the factor upon either basis, but required that the basis 
adopted be consistently used in future years.” 

In making these computations, only those loans are to 
be used which are “comparable in their nature and risk” to 
loans outstanding at the close of the current taxable year. 
Moreover, bad debt losses are to be reduced by recoveries dur- 
ing the loss experience period. The data used are to be derived 
from the taxpayer’s own experience, with the exception of 
newly-organized banks and others lacking the necessary ex- 
perience. In such cases, “comparable data” may be used, 
subject to adjustment of the resulting reserves as each bank’s 
own experience is determined. 

The factor thus computed is applied to total loans 
outstanding at the close of each taxable year, producing an 
amount which is considered “indicative of the probable annual 
accruing loss”. This amount is deemed a “reasonable addition” 
to the reserve for that year, if within the ceiling limitations. 
The full amount of the permitted addition need not be added 
to the reserve, however, if the taxpayer desires to postpone the 
time when its reserve ceiling will be reached.™ 
82 Rev. Rul. 54-148, supra, Sec. 4.01. 

33 Ruling, January 29, 1948, 485 CCH 16070, question (1); Ruling, May 26, 1948, 485 
CCH 1 6166, question (4). These two methods of computation are illustrated as follows 
in Rev. Rul. 54-597, 1954-2 Cum. Bull. 90: If the sum of the year-end loan figures for each 
of the 20 years is $31,700,000 and the sum of the net bad debts for the same period is 
$139,600, the loss factor computed by the “average of totals” method is .004403, deter- 
mined by dividing $31,700,000 into $189,600. On the other hand, if the percentage of 
bad debts to total loans is determined for each of the 20 years and the sum of those 
percentages is .150627, the factor determined under the “average of averages” method 
is .150627 divided by 20, or .007531. 

34 Ruling, January 29, 1948, 485 CCH 16070, question (8). The Service has not 


published any ruling to indicate whether a bank which has deducted less than the 
full permitted addition in any year may later claim, upon audit or at other times, the 
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In the year of adoption of a reserve method, the product 
of the loss factor and the amount of loans outstanding at the 
end of the year constitutes the permissible reserve for that 
year.” Generally, the amount of the permissible reserve addi- 
tion so obtained is the maximum amount deductible from gross 
income in any year on account of a reserve addition. In the 
first year under the reserve method, however, the amount of 
actual bad debts incurred during the year may also be de- 
ducted.” 


If a bank changing to the reserve method has previously 
maintained a contingent reserve or has allocated surplus against 
future bad debt losses, without recognition as a bad debt re- 
serve for Federal income tax purposes, transfers may be made 
out of any such reserve or allocated surplus account to es- 
tablish the authorized bad debt reserve. These transfers may 
be made without the loss of deductions from gross income 
which are otherwise allowable on account of the new reserve.” 


The balance in a bank’s bad debt reserve will change 
throughout each year, as a result of credit entries for recoveries 
of prior bad debts and charges against the reserve to account 
for current bad debt losses. At the end of each year, the re- 
serve addition is computed in the manner described above, 
taking into account these credits and charges during the year. 


full deductible addition computed under the formula prescribed for the reserve method 
which it has adopted. Mill Factors Corp., 14 T.C. 1866, 1872-1873 (1950), indicates 
that the deduction of the smaller amount does not prejudice the taxpayer’s right to 
deduct the larger amount, since the latter amount would be deemed a “reasonable” 
reserve addition if within the limitations of the reserve method employed. 

35 Mim. 6209, supra, par. $3; Rev. Rul. 54-148, supra, Sec. 4.01. While Mimeograph 6209 
provides for a “minimum permitted reserve”, the ruling cited in note 34, supra, in effect 
amends the Mimeograph by holding that banks are not required to add to their re- 
serves the full amount of each annual addition computed under the method adopted. 
The minimum reserve provision is important, however, since banks may always add 
to their reserves amounts sufficient to bring the balance at the end of each year up 
to this minimum. 

36 See the —— of _ — for the se hy in the —y < of ha 
moving average me in; subsequent years, taxpayer may not uct 
debts both on the specific charge-off and the reserve methods, but may include specific 
losses of loans from prior years in its reserve addition for any year provided the total 
reserve addition for such year is “reasonable”. Transatlantic Clock & Watch Co. v. 
Comm’r, 3 B.T.A. 1064 (1926) Acq. V-2 Cum. Bull. $ (1926); Rhode Island Hospital 
Trust Co. v. Comm’r, 29 F.2d $39 (lst Cir. 1928); First National Bank of Omaha, 17 
B.T.A. 1858 (1929) Acq. IX-2 Cum. Bull. 20 (19380), modified on other grounds, First 
National Bank of Omaha v. Comm’r, 49 F.2d 70 (8th Cir. 1981); New York Water 
Service Corp., 12 T.C. 780 (1949). Following its acquiescence in the Transatlantic Clock 
& Watch Co. case, supra, the Bureau adopted this view. G.C.M. 988A, VI-2 Cum. Bull. 
206, 208 (1927); Mim. 3527, VI-1 Cum. Bull. 68 (1927). 


37 LT. 3936, 1949-1 Cum. Bull. 64. 
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The amount so computed is allowable in full as a deduction 
from gross income until the reserve ceiling is reached. 


CEILING LIMITATIONS AND EXCESSIVE 
RESERVES 


To prevent the indefinite accumulation of reserve addi- 
tions “simply because of the possibility that at some future date 
large losses may be concentrated within a relatively short 
period of time and operate to absorb the greatest probable re- 
serve”, ceiling limitations have been placed on bad debt re- 
serves under the moving average and alternative methods.” 
When the reserve reaches the prescribed ceiling, no further 
deductions from gross income are allowed for bad debt reserve 
additions until changes in the components of the formula 
under the method adopted permit further additions.“ 

The basic ceiling on bank bad debt reserves for any year 
is an amount equal to three times the product of the current 
loss factor and the amount of loans outstanding at the end of 
that year. While this limitation will not affect the allowable 
deduction for the year in which the reserve method is adopted, 
in subsequent years it may reduce or eliminate deductions from 
gross income with respect to the bad debt reserve.** With the 
exception of banks which have changed from the moving aver- 
age method to the alternative method, the amount deductible 
from gross income on account of additions to a bad debt re- 
serve is the greater of: (1) the product of the current loss 
factor and the amount of outstanding loans at the end of the 
current year, or (2) an amount sufficient to bring the reserve 
up to the permitted minimum; but in any event not in excess of 
(3) an amount sufficient to increase the reserve balance at the 
close of the year to the basic ceiling discussed above. 

Banks changing from the moving average method to 
38 Mim. 6209, supra, par. 2, which states that “To permit this would sanction the de- 
duction of a mere contingency reserve for losses, which is not an allowable deduction 
for income or excess profits tax purposes.” See Creamette Co., 37 B.T.A. 216 (19388); S. W. 
Coe & Co. v. Dallman, 216 F.2d 566 (7th Cir. 1954). 

39 Mim. 6209, supra, pars. 2 and 3; Rev. Rul. 54-148, supra, Sec. 4.02. 

40“OQnce the maximum reserve is reached the charges and the credits should balance 
out over a period of years.” The First National Bank of La Feria, 24 T.C. 429 (1955), 
aff'd per curiam,—F 2d—, 56-2 USTC 19725 (5th Cir. 1956). 


41 See the First and Fifth Year computations in the illustration of the moving average 
method, infra. 
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the alternative method are subjected to an additional ceiling 
limitation for the first two years after the change. This limita- 
tion apparently is designed to spread over a three-year period 
deductions from gross income arising from the change to the 
alternative method, under which a higher ceiling limitation 
will probably apply. The spreading of deductions is accom- 
plished by limiting the reserve addition in the taxable year of 
the change to one-third of the difference between the ceiling 
computed under the alternative method and the accumulated 
total in the reserve at the close of the prior year. A similiar 
limitation applies in the second succeeding taxable year, in 
which one-half of the difference may be deducted from gross 
income.” In subsequent taxable years, the normal ceiling limi- 
tations previously discussed appear to apply. For this pur- 
pose, a short taxable year should probably be counted as a 
“taxable year”. 


In some circumstances, a bank may find that its year- 
end reserve exceeds its ceiling before making a current addi- 
tion. This may occur if recoveries during the year are un- 
usually large, if the loss factor drops suddenly, or if there is 
a sharp decrease in the amount of loans outstanding. Though 
no adjustment of the reserve is required in such instances, fur- 
ther reserve additions may not be made until the formula 
permits an addition.“ If a bank chooses to adjust its ex- 
cessive reserve even though it is not required to do so, question 
arises as to whether taxable income for one or more years must 
be corrected and, if so, which taxable years are affected. No 
clear answer may be found in the Commissioner’s rulings“, 


42 Rev. Rul. 54-148, supra, Sec. 4.02. 


43 Ruling, December 29, 1947, 485 CCH 4 6050, par. 4. This may be illustrated by alter- 
ing the facts of the illustration of the moving average method, infra. At the end of the 
fifth year, the reserve had reached $30,000 by adding only $9,500 at the end of that 
year. The moving average percentage for the year was 1.0% and actual bad debts 
were $500. If loans outstanding had dropped to $500,000 from the $1,000,000 assumed 
in the illustration, the product of the current moving average factor and the amount 
of outstanding loans at the end of the year would have been only $5,000. The reserve 
ceiling would thus have been only $15,000, rather than $30,000, and the reserve would 
have been $8,500 in excess of its ceiling at the end of the fifth year, without any current 
reserve addition. 


44 Ruling, December 29, 1947, 485 CCH 416050, par. 2, does not clearly answer the 
question posed. That ruling gives a negative answer, without explanation, to the fol- 
lowing question: “Where the bad debt reserve as originally set up is later adjusted or 
pe may the adjustments be reflected for the tax year in which made rather than 
related to the previous year to which they relate?” 
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and none of the cases involving the bank bad debt reserve 
methods answers this question.*° 


ILLUSTRATION OF THE MOVING AVERAGE 
METHOD 


The operation of the moving average method may be 
illustrated by using the example set forth in Mimeograph 6209. 
That example is summarized in the table below, based upon 
the moving average percentages and actual bad debt figures 
presented in the second and third columns, respectively, and 
assuming that year-end loans remain unchanged at $1,000,- 
000 throughout the period. From these assumed data are 
computed the deduction, year-end reserve, and ceiling figures 
shown in the last three columns. 


Moving Actual Bad Reserve 
Average Debts for at End 
Year Percentage the Year Deduction of Year Ceiling 


1 1.0 $ 2,000 $12,000 $10,000 $30,000 
2 0.8 11,500 9,500 8,000 24,000 
3 0.7 1,000 7,000 14,000 21,000 
4 0.8 1,000 8,000 21,000 24,000 
5 1.0 500 9,500 80,000 30,000 


The computations involved in deriving the figures for 
the last three columns of the table are explained briefly below. 


First Year. The product of the moving average factor 
(1.0%) and total outstanding loans ($1,000,000) yields a per- 


45 The cases distinguish between the treatment of authorized and unauthorized reserves. 
If the reserve was not authorized as a proper deduction from gross income in the year 
when created, the balance at the end of the year must be restored to income for that 
year. However, if the reserve was recognized as a proper deduction from gross income 
when created, the balance in the ames constitutes gross income for the year in which 
the reason for the reserve ceases. Peabody Coal Co., 18 B.T.A. 1081, 1091 (1930), 
aff'd Peabody Coal Co. v. Comm’r, ss Fed: 7 (7th Cir. 1982). See also Creamette Co., 
$7 B.T.A. 216, 221 (1988); G. M. Standifer Construction Corp., 30 B.T.A. 184 (1984) 

Acq. XIII-1 Cum. Bull. 15 (1934), appeal dismissed, 78 F2d 285 (9th Cir. 1985); M 
&E Corp., 7 T.C. 1276 (1946) Acq. 1947-1 Cum. Bull. 3; S. Rossin & Sons v. Comm’r, 
118 F.2d 652 (2d Cir. 1940). It has been held, where the facts have been fully dis- 
— that a papaya! is — estopped from claiming that the reserve balance constituted 
income in a cl letermined under the above rules, rather than in a 
year. See Gere Goal & Newell, Inc., 6 T.C. 96, 101 (1946) Acq. 1946-1 
es Bas ; El Dorado Oil Works, 46 B.T.A. 994 (1942) Nonacq. 1942-2 Cum. Bull. 

& Sons v. Comm’r, supra. 
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missible reserve of $10,000 at the close of the year. The ceiling 
for the year is equal to three times this product, or $30,000. 
The bad debt deduction for the year amounts to $12,000, com- 
prised of the $10,000 allowable deduction for the reserve addi- 
tion plus the $2,000 of actual bad debts for the year. 


Second Year. The current moving average factor of 
0.8%, when applied to outstanding loans of $1,000,000 at the 
end of the year, produces an $8,000 reserve addition. Since 
the reserve at the close of the preceding year has been eliminated 
by charges of actual bad debts of $11,500 against the reserve 
during the year, the reserve balance at the end of the second 
year is comprised entirely of the current year’s addition, or 
$8,000. The ceiling at the end of the second year is three times 
the $8,000 current addition, or $24,000. The drop in the re- 
serve ceiling is the result of the reduced moving average per- 
centage. The amount of the bad debt deduction for the second 
year is the $8,000 reserve addition plus the $1,500 reserve de- 
ficiency resulting from charges of bad debt losses to the reserve 
during the year. 


Third Year. The addition to reserve for the third 
year is $7,000, computed by applying the loss factor of 0.7% 
to outstanding loans of $1,000,000 at the end of the year. The 
balance in the reserve at the end of the third year is $14,000, 
determined by adding to the reserve balance of $8,000 at the 
close of the second year the $7,000 current year’s addition, and 
deducting from that sum the $1,000 of bad debts charged 
against the reserve during the current year. Multiplying the 
reserve addition for the year by three, a ceiling of $21,000 is 
obtained. The deduction for the year is $7,000, the amount of 
the reserve addition computed under the formula. No addi- 
tional amount is allowable for actual bad debt losses during the 
year, since the reserve balance was more than sufficient to ab- 
sorb the losses charged to it. 


Fourth Year. Again, the moving average factor is 
0.8%, and the current addition to reserve is $8,000. By add- 
ing this amount to the $14,000 reserve balance at the begin- 
ning of the year and then deducting charges of $1,000 for actual 
bad debt losses during the year, the reserve balance at the end 
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of the year is determined to be $21,000. The reserve ceiling is 
equal to three times the product of the moving average factor 
of 0.8% for the year and the amount of loans outstanding at 
the end of the year of $1,000,000, or $24,000. The allowable 
deduction from gross income on account of the reserve addition 
is $8,000, the reserve balance during the year having been 
sufficient to absorb all bad debts charged to the reserve. 


Fifth Year. Although the moving average percentage 
is again 1.0% as in the first year, addition of the full $10,000 
obtained by applying that factor to outstanding loans would 
increase the reserve beyond the ceiling of $30,000, computed 
in the same manner as in the first year. Deducting the $500 
of actual bad debt losses for the current year from the $21,000 
reserve balance at the beginning of the year, a balance of $20,- 
500 is obtained, representing the reserve balance before the cur- 
rent year’s addition. Therefore, only $9,500 is allowable as a 
deduction from gross income on account of the reserve, since 
an addition of that amount will bring the reserve up to its 
ceiling for the year. 

The effect of bad debt recoveries was not considered 
in the illustration as set forth in the Mimeograph. However, 
two subsequent rulings dealt with the question as to the proper 
amount of the deduction in the third year if there had been 
$7,000 of recoveries (and thus net recoveries of $6,000) in that 
year rather than merely $1,000 of bad debt losses. In the ear-. 
liest of these two rulings,** the Bureau took the position that 
the deduction for the year would be limited to $1,000 under 
the altered facts, and that the reserve balance at the end of 
the year would remain at $14,000. Of this amount, $6,000 
would, in effect, result from crediting the net recoveries during 
the year. Upon reconsideration, the Bureau later ruled* that 
the allowable deduction would be $7,000 and that the reserve 
at the end of the year would be $21,000. In so holding, the 
Bureau stated that “the moving average percentage is based 
on the computation of losses less recoveries in prior years, 
and . . . the amount of the annual deduction for additions 
to the reserve under the mimeograph is computed without re- 


46 Ruling, December 29, 1947, 485 CCH 1 6050, par. 5. 
47 Ruling, January 29, 1948, 485 CCH 1 6070, par. (4). 
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gard to the condition of the reserve aside from the ceiling 
limitations.” 
ILLUSTRATION OF THE 
ALTERNATIVE METHOD 


Although the Internal Revenue Service has not pub- 
lished an illustration of the alternative method allowed by 
Revenue Ruling 54-148, the example set forth in Mimeograph 
6209 for the moving average method may be adapted to the 
alternative method as shown in the following table. It is 
assumed here that loans remain at $1,000,000 throughout the 
period, and that the “average experience percentage” for the 
20-year period selected is 1.0%. 


Average Actual Bad Reserve 
Experience Debts for at End 
Year Percentage the Year Deduction of Year Ceiling 


1.0 $ 2,000 $12,000 $10,000 $30,000 
1.0 11,500 11,500 10,000 30,000 
1.0 1,000 10,000 19,000 80,000 
1.0 1,000 10,000 28,000 30,000 
1.0 500 2,500 30,000 80,000 


Comparison of these figures with those in the table shown in 
the illustration of the moving average method shows that there 
may be considerable variation in the deduction, year-end re- 
serve balance, and reserve ceiling figures, depending upon which 
of the two methods is used. The extent of the differences will 
depend upon the spread between the average experience fac- 
tors under the two methods. The results here would be quite 
different if a factor of 0.7% or 0.8% had been used. 

The computations involved in deriving the deduction, 
year-end reserve, and ceiling figures in the above table are 
described briefly below. 


First Year. The average experience factor of 1.0% 
is applied to the $1,000,000 of loans outstanding at the end 
of the year to determine the amount of the reserve to be set up 
at the end of the year. This reserve, plus the $2,000 of actual 
bad debts for the year of adoption of the reserve method, com- 
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prises the deduction from gross income for the current year 
in the amount of $12,000. Since it is assumed that the average 
experience factor remains constant at 1.0%, and that out- 
standing loans are $1,000,000 throughout the period, the ceil- 
ing in each of the five years is $80,000, equal to three times the 
product of the average experience percentage and the amount 
of loans. 

Second Year. Since the reserve is below its ceiling, the 
amount of the current year’s addition is the product of the loss 
factor and the amount of outstanding loans at the close of the 
year, or $10,000. The deduction is $1,500 greater than the re- 
serve addition, however, since a reserve deficiency of that 
amount was created during the year by charge-offs of bad 
debts of $11,500 against a reserve of only $10,000. 

Third Year. Applying the average experience factor 
to outstanding loans, a reserve addition of $10,000 is obtained. 
Since the reserve was adequate to absorb bad debts sustained 
during the year, no additional amount is deductible from gross 
income above the amount of the reserve addition. The reserve 
balance of $19,000 is obtained by totaling the reserve balance 
at the beginning of the year and the current addition, and re- 
ducing that sum by the amount of bad debts charged to the 
reserve during the year. The ceiling remains the same as in 
prior years. 

Fourth Year. The computations for the fourth year 
are made in the same manner as in the third year, the year- 
end reserve being $9,000 greater than in the previous year, 
since the current year’s addition less the amount of bad debts 
charged during the year produces a net addition of that amount. 

Fifth Year. The reserve at the beginning of the year 
stood at $28,000. Reducing this balance by the $500 of bad 
debts charged to the reserve during the current year, a bal- 
ance of $27,500 is obtained, to which only $2,500 may be added 
before the $30,000 ceiling is reached. The deductible reserve 
addition for the current year is, therefore, limited to $2,500. 


NET BAD DEBT LOSSES 


The moving average loss factor is computed on the 
basis of net bad debts during the loss experience period, deter- 
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mined by deducting from gross bad debts the amounts of re- 
coveries made on bad debts of prior years. The same rule 
undoubtedly applies in computing the loss factor under the 
alternative method.“ In making the computation, bad debts 
which were allowable, whether or not taken as deductions dur- 
ing the 20-year experience period, are included in bad debts.” 
Recoveries during the 20-year period are applied in deter- 
mining net bad debt losses even though the bad debts recovered 
were charged off in years preceding the 20-year period.” If 
recoveries exceed losses in any of the 20 years, the excess 
is reflected in computing the loss factor.” 

Losses which properly do not fall into the bad debt 
category or which do not result from transactions closely akin 
to the ordinary course of a bank’s current business may not 
be included in its loss experience. Anticipated losses on dis- 
puted loans, whether in dispute as to the existence or the ex- 
tent of the obligor’s liability, must also be excluded from bad 
debts in computing the loss factor. Similarly, a taxpayer’s 
loss experience does not include losses resulting from disputes 
over the correctness of book charges and credits.” 

Banks may realize losses where foreign currencies are ac- 
cepted at official exchange rates in payment of dollar loans 
abroad and the currencies so received are subsequently con- 
verted at lower “free” market rates of exchange.” Question 
has arisen, where the conversion occurs within a reasonable 
time after receipt of the foreign currency, as to whether the 
losses so realized may be included in a bank’s bad debt loss 
experience. A 1948 ruling™ requires that such losses be treated 


48 Ruling, December 29, 1947, 485 CCH 1 6050, par. 3; Rev. Rul. 54-148, supra, Sec.4.04, 
which provides: “The provisions of paragraph 6 of Mimeograph 6209 relating to the 
treatment of specific bad debt losses and recoveries, and all other rules utilized in the 
application of Mimeograph 6209 shall, to the extent not inconsistent, be applicable to 
the alternative method.” 

49 Ruling, March $1, 1948, 485 CCH 4% 6115. 

50 Rev. Rul. 55-24, 1955-1 Cum. Bull. 288, expressly applicable to both the moving aver- 
age and alternative methods. Compare L.T. 1825, II-2 Cum. Bull. 144 (1928). 

51 Ruling, December 29, 1947, 485 CCH 46050, par. 3. 

52 J. Gordon Hill, 11 B.T.A. 910, 912 (1928). 

53 The “free” market rate of exchange, rather than the mee rate, appears to apply 
in making necessary computations for Federal tax purposes. Morris Marks Landau, 7 
TC. 12 (1946) Acq. 1946-2 Cum. Bull. 3. See also The Texas Company (Caribbean) 
Ltd., 12 T.C. 925 (1949) Acq. 1949-2 Cum. Bull. 3; The Foundation Co., 14 T.C. 1383 
(1950) Acq. 1950-2 Cum. Bull. 2; Ceska Cooper, 15 T.C. 757 (1950) Acq. 1951-1 Cum. 
Bull. 2; The American Pad & Textile Co., 16 TC. 1804 (1951). 

54 Ruling, March $1, 1948, 485 CCH 16115. 
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as exchange losses rather than as bad debt losses. Consequently, 
the Service will not permit these losses to be included in bad 
debts for purposes of computing a bank’s average loss factor. 
In some instances, however, it would seem more appropriate 
to treat the foreign currency as a commodity received in dis- 
charge of the loan. Since the foreign currency has a dollar value 
when received, the loss incurred on its exchange in truth may 
constitute a loss on the loan itself, and if so should be includible 
in bad debt losses. 


SCOPE OF THE TERM “LOANS” 


In applying either the moving average or the alter- 
native method a bank must determine, for two purposes, which 
of its assets properly may be classified as “loans”. The computa- 
tion of the average loss factor utilizes total year-end loans 
outstanding in each of the 20 years of the appropriate loss 
experience period. Also, the determination of the allowable 
addition to reserve in each year requires determination of the 
amount of loans outstanding at the end of such year. 

Despite the importance of the term “loans” the Service 
has clarified its meaning only to a limited extent. Clearly, only 
bona fide loans may be included. Intentional overdrafts and 
amounts due from customers failing to meet their liability 
under letters of credit should be includible in loans. Loans 
which have become war losses probably should be classified as 
“loans” even though the war losses themselves may not con- 
stitute bad debts.” 

“Government insured loans” are to be excluded from 
loans for the purpose of computing the average loss factor and 
the annual reserve additions.” While the Service has declined 
to specify the particular types of loans which are to be excluded, 
it has ruled generally that only fully-insured or fully-guaran- 
teed loans are to be excluded.” 

55 Bella Feinstein, 11 TCM 186 (1952). Compare the argument otvensed by the Com- 
missioner in Adolf Schwarcz, 24 T.C. No. 82 (1955). 


56 Mim. 6209, supra, par. 4; Rev. Rul. 54-148, supra, Sec. 4.04. 


57 Ruling, December 29, 1947, 485 CCH 16050, par. 10; Ruling, April 1, 1948, 485 
CCH 1 6114, which holds that Federal Housing Administration Title I loans, and loans 
to veterans insured by the Administrator of Veterans’ Affairs under section 508 of the 
Servicemen’s Readjustment Act, as amended, are to be included in the computation of 
a bank’s loss experience. The insurance on these loans is placed on the basis of a per- 
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“Securities”, including bonds of the types defined in 
Section 162 (g) (2) (C) of the 1954 Code, are not “loans” 
for purposes of making bad debt reserve computations.” Thus, 
“a bond, debenture, note, or certificate, or other evidence of 
indebtedness, issued by a corporation or by a government or 
political subdivision thereof, with interest coupons or in regis- 
tered form” is not a “loan”. As to these and other “securities” 
held by banks, the Internal Revenue Code authorizes the de- 
duction of losses through either the specific charge-off method 
or through additions to a separate reserve.” The election to use 
a reserve for losses on securities is made independently of the 
election to use the reserve method of reflecting bad debt losses. 


“LOANS COMPARABLE IN THEIR NATURE 
AND RISK” 


In addition to determining what items constitute 
“loans”, a bank must also determine, for purposes of comput- 
ing its loss factor for any year, whether those items selected 
are loans “comparable in their nature and risk involved to those 


outstanding at the close of the current taxable year”.” 


Interpreted literally, this would seem to require classi- 
fication of all loans during the appropriate 20-year experience 
period, comparison of each type with loans outstanding at the 
close of each current taxable year and similar classification 
and comparison in each taxable year for which the moving 
average or alternative reserve method is employed. The mag- 
nitude and difficulty of this task is apparent when it is con- 
sidered that the nature of a loan and the risk involved depend 
upon many factors, including the term and interest rate, the 
form of the promise, whether collateral is furnished, and if 


centage of each individual loan and, being cumulative, is available to cover a loss 
on any particular loan. However, a lender can recover the full amount of its loss only 
if an amount sufficient to cover the loss has been accumulated in the insurance reserve 
account. 

58 Formerly Sec. 23(k) (3) of the 1989 Code. 

59 Ruling, January 29, 1948, 485 CCH 16070, question (2); G.C.M. 25605, 1948-1 
Cum. Bull. 88. Presumably the rule applies to the alternative method as well. Rev. 
Rul. 54-148, supra, Sec. 4.04. 

60 Sec. 582, Int. Rev. Code of 1954; Regs., Sec. 1.582-1. See also G.C.M. 25605, 1948-1 
Cum. Bull. 38, modifying G.C.M. 1887, VI-2 Cum. Bull. 61 (1927), which held in 
essence that bad debts arising from worthless securities held by banks employing the 
reserve method for bad debts should be accounted for through additions to the bad 
debt reserve. At the time of release of G.C.M. 1887, banks were not subject to the 
capital loss limitations on losses realized from debts evidenced by “securities”. 

61 Mim. 6209, supra, par. 4. 
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so, the kind of collateral, as well as the nature of the borrower’s 
business and the borrower’s status in the industry. 

Objections to this concept were voiced upon release of 
the Mimeograph. It was urged that the vagueness of this pro- 
vision contrasted sharply with the general purpose of the mov- 
ing average method and with the more specific provisions of the 
Mimeograph in other respects. It was pointed out, also, that 
the new formula was not expected to produce precise results, 
but rather to provide a reasonable estimate of future losses 
based upon rough calculations. The classification of loans by 
risk is inconsistent with a basic concept of the reserve method 
in that no particular account or group of accounts is assumed 
to be uncollectible in whole or in part; the reserve method seeks 
merely to average the risks shown by the past experience in a 
bank’s entire loan account. Even if risks involved in current 
loans could be compared on any rational basis with the risks 
involved in loans made 20 years ago, the value of any such 
comparison is questionable at best. 

Efforts to obtain a change in this limitation were un- 
availing. The Service did issue a statement, however, to the 
effect that the “comparable in nature and risk” limitation was 
not intended as a “trouble-maker” for banks or examining 
agents, but was intended as “protective language to cover the 
exceptional case”. No change in the objectionable language 
has been forthcoming, and the dearth of litigation growing 
out of this provision indicates that it may not have caused the 
trouble originally anticipated. 

Some relief was afforded by an early ruling.” The mere 
fact that loans of a type which have been a part of the regular 
business of a bank are completely absent from its outstanding 
loans at the close of a taxable year does not require that such 
loans be eliminated from the bank’s experience over the 20- 
year period in the case of banks employing the alternative 
method, or over the prior 19 years in the case of banks using 
the moving average method. In such circumstances, the loss 
factor need not be recomputed, but in unusual cases, loans may 
be eliminated and the factor recomputed if the absence in the 


62 Ruling, December 29, 1947, 486 CCH 4 6050, par. 9. 
63 Jbid., pars. 8 and 9. 
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current year of loans included in the 20-year experience period 
will produce a “substantial effect” upon the reserve addition. 
This may occur, for example, where a bank takes over from a 
predecessor bank a substantial amount of foreign loans of a 
type which has never been a part of the business of the acquiring 
institution. Although resulting losses might be deductible as 
bad debts in the year of loss, if the inclusion of such loss in the 
20-year experience computation had any substantial effect on 
the 20-year moving average, it should be eliminated as not 
being comparable to the regular business of the acquiring bank. 


RESERVES OF NEWLY-ORGANIZED BANKS 


Although banks generally are required to use their own 
experience in computing the appropriate average loss factor,” 
those which do not have the necessary 20 years’ experience of 
their own may rely upon “the average experience of other 
similar banks with respect to the same type of loans, preferably 
in the same locality”, subject to adjustments in the reserve so 
established “after a period of years” during which the bank’s 
own experience is developed.” If a bank has the requisite 
number of years of its own experience, however, that experi- 
ence must be used even though, due to a change in the manage- 
ment of the bank, the experience of some other bank or banks 
probably will more nearly parallel the taxpayer’s future loss 
experience.” 


Here, as in the case of determining what loans are “com- 
parable in their nature and risk” with loans outstanding at the 
end of the year, ambiguous terms are used without a clear 
indication of their intended meaning. It is not easy to deter- 
mine when two banks are “similar”, or what loans are of the 
“same type” as those made by a new bank. Further complexi- 
ties arise from the fact that the Service has been reluctant to 
approve any particular source of “comparable data”, indicating 
64 The First National Bank of La Feria, 24 T.C. 429 (1955), aff'd per curiam, —F 2d—, 


56-2 USTC 19725 (5th Cir. 1956); Union National Bank and Trust Company of Elgin, 
26 T.C. No. 65 (June 13, 1956); Rev. Rul. 54-148, supra, Sec. 4.01. 


65 Mim. 6209, supra, par. 5; Rev. Rul. 54-148, supra, Sec. 4.03. 


66 The First National Bank of La Feria, 24 T.C. 429 (1955), aff'd per curiam, —F 2d—, 
56-2 USTC 19725 (5th Cir. 1956); Union National Bank and Trust Company of Elgin, 
26 T.C. No. 65 (June 13, 1956). Both banks used the moving average reserve method. 
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instead that each bank is to obtain guidance from the source 
which it considers comparable to its own experience.” 

Possible sources of “comparable data” are the bad debt 
loss figures compiled by the Federal Reserve Board for the 
district in which the bank is located, or the figures compiled 
for each state by the Comptroller of the Currency, the Federal 
Deposit Insurance Corporation, or appropriate state bank 
supervisory authorities. 

Apparently, the Commissioner may use “comparable 
data” in appropriate circumstances for determining a bank’s 
allowable reserve addition. However, where an addition so 
computed is less than the actual bad debt losses for the years 
involved, the Commissioner’s determination may not be al- 
lowed to stand.” 


EFFECT UPON BAD DEBT RESERVES OF 
COMBINATIONS OF TWO OR MORE BANKS 


Recent bank mergers have focused attention on the tax 
treatment of bad debt reserves where two or more banks com- 
bine in one of the many forms permitted by state and federal 
laws. While this subject is too broad for adequate considera- 
tion here, a few of the more significant tax questions should be 
noted. 

Foremost among these problems is whether the busi- 
nesses of the banks are combined in such manner as to cause 
the accumulated bad debt reserves of one bank either to fall 
into taxable income or to reduce the basis of loans in the hands 
of any of the parties. Where the fusion meets the statutory 
definition of an exchange in which no gain or loss is recognized 
to either bank or its stockholders, the reserves of neither bank 
should be subjected to tax and the basis of the loans should be 
unaffected. Thus, statutory mergers in which the sole considera- 
tion paid to the stockholders of the merging institution consists 


67 hp March *. 1948, 485 CCH 16115. The sources of the data used are to 
explained in yer’s returns. 

othe First National Bank at Wilkinsburg, 18 TCM 576 (1954). The Cohan rule was 
applied by the Court as a basis for determining the amount of the allowable addition 
to the reserve. This rule is derived from Cohan v. Comm’r, 39 F.2d 540 (2d Cir. 1930), 
providing in essence that, where it is shown that a taxpayer has incurred an expense 
allowable as a deduction without showing its exact amount, the court isto make as close 
an approximation as possible of the deductible amount rather than to disallow the de- 
duction in its entirety. 
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of voting stock of the continuing bank ordinarily should not 
cause trouble. The same should be true of statutory consolida- 
tions in which the new bank issues its voting stock solely for 
the entire assets of other banks. 

Although a reserve for bad debts, being a valuation ac- 
count, is neither an asset nor a liability, its transfer from one 
bank to another may be authorized by Section 381(c) (4) of 
the 1954 Code if made pursuant to one of the “tax-free” re- 
organizations specified in Section 381(a). Such transfers in- 
clude, among others, those made in effecting statutory mergers 
and consolidations. In reorganizations of these types, Section 
881(c) (4) provides for a “carryover” of the “method of ac- 
counting” employed by the transferor. While Regulations 
under Section 881 have not been issued, the Service has termed 
the reserve method a “method of accounting” for other pur- 
poses.” In most reorganizations resulting in no recognition of 
gain or loss to the participating banks or their stockholders, the 
loans of the transferor bank or banks will be taken into the ac- 
counts of the transferee at their respective bases to the trans- 
feror.” In such cases the reserves of the participating banks 
should be combined assuming the parties have both used the 
reserve method in the past. 

Difficult problems may arise in this connection where 
taxable or partially taxable fusions are effected, especially 
where one of the banks has not used the reserve method prior 
to the merger or consolidation and where one bank has used 
the general statutory method whereas the other has used the 
moving average or alternative method prescribed by Mimeo- 
graph 6209 and Revenue Ruling 54-148, respectively. While 
some of these questions may be answered by Regulations, wis- 
dom suggests that rulings of the Service be obtained in ad- 
vance of any such combination of banks. 

A successor or continuing bank is entitled, according 
to an early ruling, to use the loss experience of the predecessor 
bank or banks if the continuing bank carries on the business of 


69 Ruling, December 29, 1947, 485 CCH 1 6050, par. (1) (A). “Since the reserve method 
of accounting for bad debts constitutes a recognized method of accounting, such reserves 
om be shown on the books or records on a basis consistent with the returns.” (Italics 
supplied) 

70 Sec. 362(b), Int. Rev. Code of 1954. See note 21, supra, for a discussion of the effect 
of this rule upon the treatment of recoveries of bad debts by reserve method 
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its predecessor in a manner comparable to that prior to the 
acquisition.” If all of the merging or consolidating banks have 
used the moving average method, their loss experience periods 
will coincide, except to the extent that one or more of such 
banks lacks the necessary 20 years’ experience. This coincidence 
of experience periods may not occur, however, where one or 
more of the merging or consolidating banks has used the alter- 
native reserve method. If the experience periods do not coin- 
cide, rulings should be obtained as to whether the separate loss 
experience of the banks may be combined for purposes of future 
reserve computations, and if not, whether the new or continuing 
bank may elect to use a new experience period not embracing 
the same years covered by the experience period of either of 
the parties used prior to the merger or consolidation. 


Where a new taxable entity results from a reorganiza- 
tion of banks, it would seem that the new bank should be al- 
lowed to elect to use either the “average of totals” or the 
“average of averages” method of computing its experience 
factor. If one of the constituent institutions is deemed to sur- 
vive, however, it may be required to continue the method of 
computing the experience factor which it has previously elected. 
When the alternative method was authorized by Revenue 
Ruling 54-148, it would have been appropriate in the opinion 
of the writers to permit a bank to change from the “average 
of totals” to the “average of averages”, but it is understood 
that the Service has taken a contrary view. 


A bank which has purchased loans from another bank 
may not use the latter’s loss experience in computing bad debt 
reserve additions.” The purchase will increase the loan ac- 
count of the purchasing bank, and may, in that manner, give 
rise to a larger reserve addition than was allowed under prior 
ownership. Since the seller’s outstanding loans will be reduced 
by such sale its reserve additions may be decreased in the 
absence of other changes affecting reserve additions. If all loans 
of a particular type are sold, the selling bank, may be required 
to adjust its loss factor to reflect the change.” 


71 Ruling, March 31, 1948, 485 CCH 16115. 
72 Rev. Rul. 54-183, 1954-1 Cum. Bull. 60. 
73 Ruling, December 29, 1947, 485 CCH 4 6050, par. 9. 
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CONSOLIDATED RETURNS OF BANKS USING 
THE RESERVE METHOD 


An institution which does not qualify as a “bank” under 
the definition discussed earlier in this article will not become 
entitled to use the moving average or the alternative method 
of computing bad debt reserve additions merely by joining in 
a consolidated return with one or more affiliated corporations 
which are “banks”.“* As to those members of the affiliated 
group” which do qualify as “banks”, various elections with 
respect to the treatment of bad debts are generally to be ex- 
ercised independently of the elections of the other members. 
Thus, the election of a bad debt reserve method is made by each 
bank which is a member of an affiliated group without regard to 
the method of accounting for bad debts employed by the other 
members of the group. Similar independent elections are avail- 
able with respect to the choice between the “average of totals” 
and the “average of averages” methods of computing the loss 
factor under the moving average or the alternative reserve 
method, and also with respect to the privilege to deduct in any 
year less than the maximum addition to reserve permitted under 
the formula of the reserve method used. The data used in com- 
puting the loss factor and the annual reserve additions are to 
be based upon the independent loss experience and the out- 
standing loans of each member. Combined data may not be used. 


FOREIGN TAX CREDIT OF RESERVE 
METHOD BANKS 


A domestic bank deriving income from sources within 
foreign countries or United States possessions is entitled to a 
credit against its Federal income tax with respect to foreign 
taxes imposed upon such income, subject to certain limita- 
tions.”* Under one of these limitations, the amount of the credit 
for taxes paid in any taxable year to one foreign country is 
limited to a percentage of the Federal tax against which the 
credit is applied. This percentage is determined for any tax- 
able year by computing the ratio of the bank’s taxable income 
74 Ruling, May 26, 1948, 485 CCH 1 6166. 


75 Sec. 1504, Int. Rev. Code of 1954. 
76 Secs. 38, 901-905 inclusive, Int. Rev. Code of 1954. 
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from sources within the foreign country to its taxable income 
from all sources.“ The use of the term “taxable income” clear- 
ly indicates that allowable deductions are to be taken into ac- 
count for this purpose.” 

Since the addition to the bad debt reserve of a bank 
constitutes an allowable deduction from gross income to the 
extent determined under the appropriate formula, the Service 
has ruled that a portion of the reserve addition is to be taken 
into account in applying this limitation on the foreign tax 
credit. The amount of the deduction in a taxable year with res- 
pect to any foreign country is the same proportion of the re- 
serve addition for that year as the amount of loans outstanding 
in the foreign country bears to total loans outstanding, both 
determined at the close of the taxable year.” 

The Service has not announced criteria for determining 
which loans are considered as outstanding in a foreign country. 
Presumably, only those loans which were negotiated in foreign 
countries by branches of domestic banks are considered loans 
outstanding in foreign countries. Loans made in the United 
States to foreign borrowers would seem not to be foreign loans 
even if payable in foreign currency. 


ACCOUNTING ENTRIES FOR BAD DEBT 
RESERVES 


The Service has left the matter of general accounting 
procedures in connection with bank bad debt reserves to Federal 
and state supervisory authorities.” It has ruled, however, that 
bad debt reserves are to be shown on the taxpayer’s books or 
records on a basis consistent with the returns filed, since the bad 
debt reserve method constitutes “a recognized method of ac- 
counting”. The reserve may not be shown merely in the bal- 
ance sheets filed with the taxpayer’s returns.** The Service 


77 Sec. 904, Int. Rev. Code of 1954. 
78 Sec. 63(a), Int. Rev. Code of 1954. See International Standard Electric Corp., 1 T.C. 


1158, 1158 (1948) Acq. 1948 Cum. Bull. 12, aff'd except as to certain allocations, a 
ternational Standard Electric Corp. v. Comm’r, 144 F2d 487 (2d Cir. 1944), cert 
denied, 323 US. 803 (1945); South Porto Rico Sugar Co., 2 T.C. 738 (19438). 
79 Ruling, March $1, 1948, 485 CCH 76115. 
80 A uniform method of treating bank bad ag — in bank financial reports has 
been adopted. See American Banker, April 27, 1948, 

, December 29, 1947, 485 CCH { 6050, par. Pa) (A); Ruling, May 26, 1948, 
aa CCH I 6166, question (6) (consolidated returns) . 
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has also required, for taxable years ended after December 31, 
1948, that bad debt reserves be reflected in a bank’s regular 
books of account rather than in auxiliary records.” Since the 
reserve is in the nature of a valuation account, entries reflecting 
annual additions should be entered on the bank’s books “as 
soon as practicable” after the close of the taxable year.™ 


BAD DEBT RESERVES OF MUTUAL SAVINGS 
BANKS, DOMESTIC BUILDING AND LOAN 
ASSOCIATIONS, AND COOPERATIVE BANKS 


Prior to the enactment of the Revenue Act of 1951, 
“mutual savings banks not having a capital stock represented 
by shares”;** “domestic building and loan associations sub- 
stantially all the business of which is confined to making loans 
to members; and cooperative banks without capital stock or- 
ganized and operated for mutual purposes and without profit” 
were exempt from Federal income taxation. Coincident with 
the termination of the exempt status of these mutual savings 
institutions, Congress provided a special method of treating 
their bad debt reserves.** That method was authorized initially 
by a provision added to Section 23 (k) (1) of the 1939 Code, 
and is now found in Section 593 of the 1954 Code. 

Methods Available. Generally, these mutual savings 
institutions may elect either the specific charge-off method of 
Section 166 (a), or the special reserve method of Section 593," 
and are expressly precluded from using the moving average 
and alternative methods available to other banks. In some 
circumstances, however, the general statutory reserve method 
of Section 166(c) may be used. 

The election to use either the specific charge-off method 
or the special reserve method was required to be made in the 


82 ].T. 3936, 1949-1 Cum. Bull. 64; LT. 3950, 1949-1 Cum. Bull. 65. Compare Ruling, 
June 14, 1948, 485 CCH 16174. 

83 Ruling, December 29, 1947, 485 CCH 16050, par. (1) (B). 

84 Sec. 101(2), Int. Rev. Code of 1939. 

85 Sec. 101 (4), Int. Rev. Code of 1939, oes amendment by Sec. 313 (b), Rev. Act 
of 1951. The term “domestic building and loan association” is defined as meaning “a 
domestic building and loan association, a domestic savings and loan association, and a 
Federal savings and loan association, substantially all the business of which is confined 
to making loans to members.” Sec. 3797(a) (19), Int. Rev. Code of 1939; Sec. 7701 (a) 
(19), Int. Rev. Code of 1954. 

86 Revenue Act of 1951, Sec. 313. 

87 Regs., Sec. 1.593-1 (a). 

88 Rev. Rul. 54-148, supra, Sec. 3. 
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Federal income tax return for the first taxable year ending after 
December 31, 1951, subject to the Commissioner’s approval 
upon examination of the return. If approved, the method elected 
must be followed consistently in subsequent years unless per- 
mission to change is obtained. Application for such permission 
is to be made to the Commissioner of Internal Revenue at least 
80 days prior to the close of the taxable year in which the 
change is desired. 


A pplication of the Special Reserve Method. Section 
593 of the 1954 Code, like the corresponding provision of 
Section 23 (k) (1) of the 1939 Code, allows as the “reason- 
able addition” to the bad debt reserve of a mutual savings in- 
stitution for any year the amount determined by the institu- 
tion, but not in excess of the lesser of (1) the amount of the 
institution’s taxable income for the year, computed without re- 
gard to the reserve addition,” or (2) the amount by which 12 
per cent of total deposits or withdrawable accounts of de- 
positors at the close of the year exceeds the sum of the institu- 
tion’s surplus, undivided profits, and reserves at the beginning 
of the taxable year. 


The limitations under Section 593 operate so as to allow 
deductions for bad debt reserves only where the surplus, un- 
divided profits, and reserves of an institution at the beginning 
of the taxable year are less than 12 per cent of its deposits or 
withdrawable accounts at the end of the year.” Otherwise, the 
deduction, if any, on account of a reasonable addition to the 
bad debt reserve of a mutual savings institution is to be deter- 
mined under Section 166(c) of the 1954 Code.” In such cases, 
surplus, undivided profits, and reserves existing at December 
31, 1951, as well as subsequent changes in those accounts, are 
to be taken into account in determining whether any reserve 
89 Regs., Sec. 1.593-1 (a). Compare Rev. Rul. 211, 1953-2 Cum. Bull. 21, which provided 
for the election of either the specific charge-off method or the reserve method by a 
mutual savings bank in any taxable year beginning after December 31, 1951, but not 
later than the first taxable year in which the bank sustained actual bad debts, irrespective 
of whether a deduction for such bad debts was taken in a Federal income tax return. 

90 The Regulations provide that “taxable income” is to be determined without regard 
to the reserve addition or to deductions depending upon the amount of taxable income. 
Regs., Sec. 1.598-1(b) (1). 

91 Regs., Sec. 1.598-1 (b). 


92 See Conference Report, H. R. Rep. No. 1213, 82d Cong., Ist Sess., pp. 73-74; Regs., 
Sec. 1.593-2. 
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addition is permitted. Also, where Section 166(c) applies, no 
deduction for a reserve addition will be permitted unless the 
institution submits proof to the satisfaction of the Commis- 
sioner that its bad debt experience warrants an addition to its 
reserve. 


Surplus, Undivided Profits, and Reserves. For pur- 
poses of Section 593, the term “surplus, undivided profits, and 
reserves” means “the amount by which the total assets of an 
institution exceed the amount of the total liabilities of such an 
institution.”** In turn, “total assets” comprise “the sum of 
money, plus the aggregate of the adjusted basis of the property 
other than money, held by an institution.” The adjusted basis 
of any asset is its adjusted basis for determining gain upon a 
sale or exchange.” Total assets are to be determined in a man- 
ner conforming to the method of accounting employed by the 
institution in determining its taxable income, and to the rules 
applicable in determining its earnings and profits. 

The “total liabilities” of an institution are those which 
are fixed and are not contingent. The term includes items 
which constitute debts or obligations as well as the amount of 
“total deposits or withdrawable accounts”, defined below. 
Building and loan associations having permanent nonwithdraw- 
able capital stock represented by shares are to include in their 
liabilities the amount paid in for such stock. Reserves for con- 
tingencies and other reserves which are mere appropriations 
of surplus are not considered liabilities for this purpose.” 


Total Deposits or Withdrawable Accounts. The “to- 
tal deposits or withdrawable accounts” of a mutual savings 
institution constitute the aggregate of: (1) amounts placed 
with the institution for deposit or investment, and (2) earnings 
credited as dividends during the year to accounts which are 
outstanding on its books at the close of the taxable year. A 
building and loan association may not include in this total 
93 Regs., Sec. 1.598-1(d) (2) (i). 

94 The Service has ruled that, under some circumstances, the partial cancellation of a 
mortgage by a mutual savings bank has the effect of reducing the adjusted tax basis 
of the mortgage, and thus that the portion so cancelled cannot be included in “surplus, 
undivided profits, and reserves” of the institution for purposes of computing the amounts 


which may be added to its reserve for bad debts under Section 598 of the 1954 Code. 
Rev. Rul. 55-704, 1955-2 Cum. Bull. 274. 


95 Regs., Sec. 1.598-1 (d) (2). 
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either permanent nonwithdrawable capital stock represented 
by shares or earnings credited on such stock,** but may in- 
clude the par value of outstanding preferred stock if the re- 
lationship of the preferred stockholders to the association is 
actually that of ordinary depositors. To qualify for inclusion 
on this basis, the par value of the preferred stock must be with- 
drawable on demand, subject only to the customary notice 
of intention to withdraw.” 

Mutual savings institutions may, under certain condi- 
tions, include “mortgagors’ escrow deposit accounts” in their 
deposits or withdrawable accounts. These escrow deposit ac- 
counts cover deposits of mortgagors with lending institutions 
to meet obligations for taxes, water rates, special assessments 
and insurance premiums with respect to mortgaged property. 
If the amounts so received are segregated and carried on the 
lending institution’s books as separate assets held at the gen- 
eral risk of the business, they may be included in deposits or 
withdrawable accounts.” 


Accounting Entries. Bad debt losses sustained by a 
mutual savings institution are charged against its reserve. Re- 
coveries are credited to the reserve only if the losses upon which 
the recoveries are made have been charged against the reserve 
during a year or years in which the institution was subject to 
tax. Unlike the blanket rule for the treatment of bad debt re- 
coveries of other taxpayers employing the reserve method for 
bad debts, some of the benefits of the recovery exclusion prin- 
ciple have been extended to mutual savings institutions. 

As in the case of commercial banks, the reserve and all 
adjustments are to be reflected on the institution’s regular 
books of account at the close of the taxable year or as soon as 
practicable thereafter.” 


Amounts Deemed Credited to the Reserve. Certain 
credits other than reserve additions and bad debt recoveries 
may be deemed to have been credited to an institution’s bad 
debt reserve even though not reflected in the reserve itself. 


96 Regs., Sec. 1.598-1 (d) (8). 

97 Rev. Rul. 55-891, 1955-1 Cum. Bull. 306. 

98 Rev. Rul. 55-435, 1955-2 Cum. Bull. 540. 

99 Regs., Sec. 1.593-1 (c). See Rev. Rul. 56-404. Int. Rev. Bull. 1956-34, 11. 
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These credits are described in Regulations as “minimum 
amounts credited in compliance with Federal or State statutes, 
regulations, or supervisory orders to reserve or similar ac- 
counts, or additional amounts credited to such reserve or sim- 
ilar accounts and permissive under such statutes, regulations, 
or orders, against which charges may be made for the purpose 
of absorbing losses sustained by an institution”.’” Such credits 
do not include amounts of current income allocated to undivided 
profits available for dividends, even though, under applicable 
banking statutes and regulations, the amounts so allocated 
could have been credited to the reserve for losses or the reserve 
for bad debts.” 


Ceiling Limitations. Limitations are imposed upon the 
bad debt reserve of a mutual savings institution in that the 
Section 593 method may be applied only where an institution’s 
aggregate surplus, undivided profits and reserves at the be- 
ginning of the year is less than an amount equal to 12 per cent 
of its deposits or withdrawable accounts at the end of the 


year.’ The bad debt reserve is one of the reserves to be taken 
into account in this formula. Nevertheless, even if Section 
593 does not apply, a mutual savings institution may be al- 
lowed to increase its bad debt reserve under Section 166(c) 
if it can prove to the Commissioner’s satisfaction that an in- 
crease is necessary. 


Illustration of the Special Reserve Method. ‘The 
operation of the reserve method of Section 598 is illustrated in 


100 [bid. 

101 Rev. Rul. 182, 1953-2 Cum. Bull. 120, involving a building and loan association en- 
titled to use the special reserve method available to mutual savings institutions. After 
allocating the requisite amounts of its total income to operating expenses and dividends 
on withdrawable savings accounts, the association divided the balance of its income 
between two accounts: reserves established solely for the purpose of absorbing losses, and 
undivided profits available for dividend distribution. While the credit to the reserve for 
absorbing losses was mandatory, the remainder of the income, which was credited to 
undivided profits, could have been credited under appropriate banking law and regula- 
tions either to the reserve for losses or to the reserve for bad debts. On these facts, 
the Service ruled that the amount allocated to undivided profits was not credited to a 
bad debt reserve or a similar account. The amount credited to the reserve for absorbing 
losses was held to be deductible from gross income, since, unlike the amount credited 
to undivided profits, it furnished additional protection against loss to the depositors or 
owners of withdrawable accounts. 

102 Summary of the Provisions of The Revenue Act of 1951 (H. R. 4478) as Agreed 
to by the Conferees, prepared by the Staff of the Joint Committee on Internal Revenue 
Taxation, October, 1951, p. 17 (mutual savings banks) and p. 19 (savings and loan as- 
sociations and cooperative banks). 
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Regulations.’ The hypothetical institution is a calendar year 
taxpayer with surplus, undivided profits, and reserves of $800,- 
000 at the beginning of the taxable year in question, and total 
deposits or withdrawable accounts of $10,000,000 as of the 
close of the year. Its taxable income for the year is $200,000, 
computed without regard to Section 593 and without regard 
to any deductions depending upon the amount of taxable 
income. During the year, $80,000 was credited to a Federal 
insurance reserve for the sole purpose of absorbing losses, as 
required by a Federal agency. Also, $25,000 was credited to a 
second reserve fund for the purpose of absorbing losses, as 
permitted by State statute. Bad debt losses in the amount 
of $5,000 were charged to the bad debt reserve during the 
year. 

On the basis of these facts, the institution in question 
may credit $145,000 to a general reserve for bad debts at any 
time during the taxable year. The amount of the credit is de- 
termined under Section 5938, which limits the maximum reserve 
addition to the smaller of the following: (1) the amount of 
taxable income for the year before deducting the reserve addi- 
tion ($200,000), or (2) the excess ($400,000) of 12 per cent of 
total deposits or withdrawable accounts at the close of the 
taxable year ($10,000,000 x 12%, or $1,200,000) over the total 
surplus, undivided profits, and reserves at the beginning of the 
taxable year ($800,000). Since the amount under the first 
limitation is the smaller, the maximum allowable reserve addi- 
tion for the year is $200,000, including the $55,000 ($30,000 
plus $25,000) of credits to reserves for absorbing losses. The 
difference of $145,000 may be credited to the general bad debt 
reserve. 

The bad debt losses of $5,000 charged to the reserve 
during the current year do not affect the current year’s re- 
serve addition, but will be taken into consideration in determin- 
ing the amount of the institution’s surplus, undivided profits, 
and reserves at the beginning of the following taxable year for 
purposes of computing the amount of the reserve addition in 
the latter year. 

Effect of Subsequent Adjustments in Taxable Income. 


103 Sec. 1598-1 (e). 
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As noted earlier, Section 593 may limit the amount of the re- 
serve addition in any taxable year to an amount equal to tax- 
able income for the year. Consequently, a subsequent adjust- 
ment in taxable income for a particular year may increase or 
decrease the allowable reserve addition for that year. 

An illustration of a subsequent adjustment in taxable 
income which increases the allowable reserve addition may be 
found in Regulations.’ In that illustration, it is assumed that 
the taxable income of an institution for the taxable year was 
$250,000, computed without regard to the reserve addition or 
to deductions depending upon the amount of taxable income. 
The excess of 12 per cent of the institution’s deposits or with- 
drawable accounts over the sum of its surplus, undivided profits, 
and reserves at the beginning of the year was $500,000. Since 
the first of these amounts is smaller than the second, the bad 
debt reserve addition for the year was limited to $250,000 
under the limitations discussed earlier. Two years later, it is 
determined that the correct taxable income of the institution 
for the year in question was $275,000 rather than $250,000 
as originally reported. If the institution credits the additional 
$25,000 to its bad debt reserve, the allowable deduction for the 
earlier year on account of the reserve addition is $275,000. 


CONCLUSIONS 

The various methods now provided by law and rulings 
for determining allowable additions to reserves for bad debts 
of banks have provided some relief from prior uncertainties. 
One important objection to existing formulae, however, con- 
cerns limitations upon the amount of permissible additions to 
such reserves. It is questionable, to say the least, whether con- 
cepts as to the reasonableness of reserve additions should re- 
main static when banks are expected to accept credit risks in 
financing business expansion. The experience of banks and 
revenue Officials with existing formulae should prove helpful 
in any consideration of revisions designed to permit accumula- 
tions of additional reserves in reasonable amounts. Certainly 
such experience shows that it is possible to develop methods of 
determining reasonableness and to revise such methods to meet 
changing conditions. 
104 Ibid. 





Bank Accounts “In Trust” — 
New Jersey Statute Held 


Unconstitutional 


By ROBERT A. KESSLER 
of the New Jersey Bar 


New Jersey bankers should take note that the “Totten 
Trust” statute of that state was recently held unconstitutional 
and void in Howard Savings Institution v. Quatra, 38 N.J. 
Super. 174 (Ch. Div. 1955). The statute (L. 1949 c. 286) was 
one of a long series designed to insure surviving joint-owners 
and beneficiaries of trust accounts that they would be entitled 
to whatever remained on deposit in such accounts at the death of 
the “trustee” or other co-owner. 


The statute involved was ruled invalid on the ground 
that it attempted to create a conclusive presumption that the 
deceased depositor intended ownership of the account to pass to 
the co-owner or beneficiary. 


Although the law involved in the Howard case is not 
that in force for accounts opened today, the present law con- 
tains the same feature found objectionable in the void statute, 
as do also the joint bank account, payable on death account, 
and Savings and Loan Account statutes. Thus they may also 
be invalid. 


The courts of New Jersey have always been reluctant 
to accept such statutes, since they attempt to preclude a con- 
trary disposition of the bank account by Will (a common oc- 
curance since the depositor, during his lifetime, retains con- 
trol of the account and thus often continues to regard it as his 
own absolute property, to will away at death). 


Thus despite the statutes, the rule seems to remain that an 
intent to make an immediate gift must appear at the time when 
the second name is put on the account. The opening of the ac- 
count in the two names serves to create at most a rebuttable 
presumption that such a present gift was intended and the 


643 





644 THE BANKING LAW JOURNAL 


depositor’s retention of the passbook and a contrary disposition 
by his Will may well be sufficient to negative that presump- 
tion.’ Furthermore, with regard to trustee accounts, it would 
seem that a contrary disposition by will alone* or withdrawals 
from the account by the depositor® may destroy the bene- 
ficiary’s rights in the balance. 


No case has arisen where a bank has been sued by the 
depositor’s estate to recover payments made to the beneficiary 
or co-owner of such an account, and the invalidated statute, its 
twin and earlier statutes have expressly provided for immunity 
of banks making such payments to the survivor. However, it 
should be noted that where the amounts were considerable, 
prudent banks have been reluctant to pay out the money on 
deposit without a judicial decision on the subject of ownership. 


In the present uncertain state of the law, this would seem 
an advisable procedure to follow, especially where the word- 
ing on the signature card‘ does not clearly show an intention 
in the depositor to create a present interest in the co-owner or 
beneficiary. Further, the opening of accounts “in trust” should 
be discouraged, since with grave doubt of the validity of the 
present statute, they will continue to be what they have been 
in the past, in the State of New Jersey, a source of needless 
and wasteful litigation. 

1 Bianchi v. Bedell, 2. NJ. Super. 236, 63 A.2d. 273 (Ch. Div. 1949). 


2 Howard Savings Inst. v. Baronvch, 8. NJ. Super. 599, 73 A.2d. 853 (Ch. Div. 1950). 
3 The Howard Case refers to the test of Bendix v. Fudson County Nat. Bank, 142 NJ. 
Eq. 487, 59 A.2d. 258 (E&A 1948) Under the latter case, it would seem that the de- 
positor must completely divest himself of any interest in the trustee account for it to 
be valid. See also: Hickey v. Kahl, 129 NJ. Eq. 288, 19 A.2d. 88 (Ch. 1941) where 
non-withdrawals were considered significant. 

4 Crystal v. Joerg, 16 NJ. Super. 514, 85 A2d. 218 (Ch. Div. 1951) quotes a signature 
y for a joint account which was held to show a clean intent to make such a present 
ift. 
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BANKING DECISIONS 


In this department are published each month all of the important deci- 


sions of the Federal and State Courts involving questions pertaining 
to the law of banking and negotiable instruments. The experiences 
they disclose deserve careful attention and study of bankers, bank 
counsel, the depositor and the bank student seeking advancement. 





Bank Liable on Guarantee to Pay Despite 
Collapse of Creditor Agreement 


A bank has found that a guarantee to pay another’s debts 
is the sort of contract the courts generally construe quite strict- 
ly. In this case, which was decided in Maine, a bank and several 
other creditors for the Bishop Poultry Farm attempted to work 
out an assignment for the benefit of creditors who had decided 
Mr. Bishop, as a poultry farmer, could not be put into involun- 
tary bankruptcy. During the course of the arrangements and 
when the parties believed the assignment agreement would be 
worked out, the bank guaranteed orally to pay for chicken 
feed necessary to keep the farm operating. Under the guarantee 
credit was to be extended by the plaintiff feed store to the 
creditors of the farm who contemplated becoming trustees 
under the assignment. 

Subsequently the arrangements for the assignment could 
not be put into effect which meant that these creditors at no 
time qualified as trustees under the assignment as intended at 
the time the feed store extended credit for the feed. When the 
seller demanded payment the bank refused on grounds that its 
guarantee to pay the account was conditioned upon certain 
creditors qualifying as trustees under an effective assignment. 
The court did not agree with the bank’s position, however, 
and ruled that it was not the intention of the parties that the 
guarantee be conditional. The finding of the lower court that 
the bank’s promise was intended to cover the purchase of feed 
in the event the assignment did not become effective was up- 
held. Delaware Feed Stores v. First Auburn Trust Company, 


NOTE—For similar decisions see B. L. J. Digest (Fifth Editwn) §616. 
645 
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Supreme Judicial Court of Maine, 120 A.2d 228. The opinion 
of the court is as follows: 


WILLIAMSON, J.—This is an action in assumpsit by a feed store 
to recover a balance due for grain delivered at the Bishop Poultry Farm 
and there used to feed a flock mortgaged to the defendant bank. The 
presiding Justice in the Superior Court who heard the case without a 
jury and with right to except in matters of law reserved, found for the 
plaintiff for the balance of the account with interest, or $1,933.85. Ex- 
ceptions by the defendant are overruled. 


The decision turns upon the meaning and effect of an agreement be- 
tween the plaintiff and the defendant made by their attorneys. Broadly 
stated, the issue is whether there was any evidence of probative value 
from which the presiding Justice could find liability either for unjust 
enrichment or upon an implied contract under the money count for 
goods sold and delivered. The plaintiff denies that it seeks to recover 
on a guaranty by the defendant to pay the debt of another. 


The presiding Justice made no specific findings of fact and gave no 
reasons for his decision. If from the record there may be found a path 
leading to liability on either of the stated grounds, the exceptions must 
be overruled. In our view of the case it is necessary to consider only the 
exceptions charging error in basing liability upon an implied contract. 


The familiar rule of Sanfacon v. Gagnon, 1933, 182 Me. 111, 167 A. 
695, is applicable. The Court said, 182 Me. at page 113, 167 A. at page 
696 (citations omitted) : 


“Inasmuch as the presiding justice made no specific findings 
of fact, it must be assumed that he found for the defendants upon 
all issues of fact necessarily involved. . . . He is the exclusive 
judge of the credibility of witnesses and the weight of evidence, 
and only when he finds facts without evidence or contrary to the 
only conclusion which may be drawn from the evidence is there 
any error of law.” 


In brief and without detail the presiding Justice could have found 
the following facts: 


On May 18, 1954, at a meeting attended by representatives of Dela- 
ware Mills, the National Bank of Commerce and the defendant, three 
of the largest creditors of Mr. Bishop, it was arranged that Mr. Bishop 
would make an assignment for the benefit of creditors in an attempt to 
avoid bankruptcy. The plan called for the continued operation of the 
poultry farm by trustees; namely, Mr. Preti, attorney for Delaware Mills 
and the plaintiff, Mr. Despins, attorney for the defendant bank, and Mr. 
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Hinckley, attorney for the National Bank of Commerce. It was known 
that Delaware Mills on May 17 had made a real estate attachment cov- 
ering the Bishop farm. There appears to have been some confusion 
between Delaware Mills (a Delaware corporation) and the plaintiff 
Delaware Feed Stores (a Maine corporation) arising from the similarity 
of names. The confusion, however, in no way affects the issues before 
us. From this point Mr. Preti and Mr. Despins become the principal 
actors with full authority to speak and act for their clients. 


By agreement of the interested parties Mr. Preti prepared the assign- 
ment and, after it was executed by Mr. and Mrs. Bishop, conferred in 
Auburn on May 20 with Mr. Despins and Mr. Marshall, attorneys for 
the defendant. In the course of the conference the attorneys came to 
the conclusion that Mr. Bishop, as a poultry farmer, could not be put 
into involuntary bankruptcy. The real estate attachment by Delaware 
Mills at once became an important factor. In light of this new informa- 
ion Mr. Preti would not agree to discharge the attachment, and the de- 
fendant’s attorneys indicated that the bank might not join in the assign- 
ment. No decision by the bank was reached at the meeting and the 
draft of the assignment was left with its attorneys. 


On the same day Mr. Bishop’s attorney notified the three proposed 
trustees “that there was grain enough on the premises at the Bishop 
farm in Gray to last only through May 21, 1954.” This information was 
contained in a letter delivered to Mr. Preti and reached Mr. Despins 
from Mr. Preti on the @lst. 


We come to the agreement on which the case rests made on May 21 
by Mr. Preti and Mr. Despins by telephone. For our purposes the oral 
agreement is sufficiently set forth by Mr. Preti in a letter to Mr. Marsh- 
all on June 10, as follows: 


“As a result of our recent phone conversation (June 10th) 
with regard to the First Auburn Trust Company having guaran- 
teed the credit given to Mr. Despins, myself and Mr. Hinckley 
as Trustees under the assignment during the period from May 21 
to June 2 inclusive, I called Mr. Despins by phone and confirmed 
the fact with him that I had originally (that is on May 21) on 
behalf of the Trustees agreed with Mr. Despins that he, as a 
Trustee, together with Mr. Hinckley and myself, would run an 
open account with Delaware Feed Stores in South Portland for 
the purpose of buying feed at Bishop Poultry Farm. 


“I explained to Mr. Despins at the time of this first conver- 
sation that I had discussed with Delaware Feed Stores the fact 
that no monies, or at least not sufficient monies, would come into 
the hands of the Trustees for at least ten days with which to pay 
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this open account. I further discussed with Mr. Despins that be- 
cause of the instability of the entire transaction Delaware Feed 
Stores required as a condition precedent to credit to the Trustees 
the guarantee of the First Auburn Trust Company of the Trus- 
tees’ account with Delaware Feed Stores. Mr. Despins, during 
our recent phone call confirmed the fact that he had called the 
bank at my request and received their confirmation that they 
would guarantee the Trustees’ account and that he immediately 
called me by telephone and informed me of this guarantee, where- 
upon I called Delaware Feed Stores and told them that with this 
guarantee they could extend credit service to the Trustees.” 


On the strength of this agreement the plaintiff delivered grain at the 
Bishop farm from May 21 to June 2. The charge of $2,389.35 repre- 
sented the fair market value of and a reasonable charge for the grain. 
The farm remained in the possession and control of Mr. Bishop, and 
after June 2 he furnished the grain. 


The assignment for the benefit of the creditors was not completed 
and never became effective. On June 10 Mr. Preti learned that the de- 
fendant would not join and this ended the proposal for an assignment. 
On the same day he received $704.88 from Mr. Bishop’s attorney coming 
from monies received by Mr. Despins as Trustee from sales from the 
farm. After deduction of charges for preparation of the papers, Mr. 
Preti caused the balance of $529.88 to be credited by the plaintiff on the 
grain account. No further payments on the account were made by 
Mr. Bishop or his attorney. 


In writing to Mr. Despins on July 3rd, Mr. Preti said, in part: “Of 
course, Delaware Feed Stores never intended to look to Mr. Bishop on 
this account but only to the Trustees and in the event of their default, to 
the bank which guaranteed it.” Again on August 10 Mr. Preti wrote 
Mr. Despins: “Since it is obvious that the Trustees have no further 
funds and the trust is completely out of the question and will probably 
never come into existence again I, representing Delaware Feed Stores 
must now look to the guarantor, namely the First Auburn Trust Com- 
pany in accordance with your agreement with me at the time that said 
account was guaranteed.” 

The defendant’s position in substance is that the agreement between 
the plaintiff and the defendant was at most to pay the deficiency in the 
account of the trustees conditional upon the trustees qualifying under a 
completed and effective assignment for the benefit of creditors. To use 
Mr. Despins’ words in a letter to Mr. Preti: “. . . you seem to have 
overlooked the fact that the agreement of the First Auburn Trust Com- 
pany to guarantee the trustees’ account with the Delaware Feed Stores 
was predicated on the assignment for the benefit of creditors going 
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through.” It is unnecessary in our view to discuss other objections 
touching the legal sufficiency of such a guaranty based on asserted lack 
of acceptance and notice of extension of credit by the plaintiff and on 
the application of the Statute of Frauds. R.S.1954, c. 119, § 1, subd. II. 

Without question, the words of the May 21st agreement are words 
commonly found in a guaranty. It was at least the hope of the parties 
that the grain bill would be paid from the income of the business and not 
by the defendant. It does not necessarily follow, (however, that the 
agreement was a collateral undertaking to guarantee the debt of an- 
other and was not the proper basis of an implied contract for purchase 
of the grain. 


The fact finder must seek and give effect to the intention of the 
parties. 


“In ascertaining to whom credit was extended, the intention 
of the parties must govern. This intention should be ascertained 
from the words used in making the promise, the situation of the 
parties, and all the circumstances surrounding the transaction. 
The real character of the promise does not depend altogether on 
the form of expression, but largely on the situation of the parties; 
and the question is, always, what the parties mutually understood 
by the language, whether they understood it to be a collateral 
or a direct promise.” 


Hines & Smith Co. v. Green, 1922, 121 Me. 478, 480, 118 A. 296, 297. 
See also Drummond v. Pillsbury (State Street Hospital v. Pillsbury), 
1931, 130 Me. 406, 156 A. 806; Davis v. Patrick, 1891, 141 U.S. 479, 12 
S.Ct. 58, 35 L.Ed. 826; Duca v. Lord, 1953, 331 Mass. 51, 117 N.E.2d 
145; 49 Am. Jur., Statute of Frauds, § § 65, 90-95; 37 C.J.S., Frauds, 
Statute of, § § 14-16. 

The question is whether the promise of the defendant was an original 
or collateral undertaking. Did the defendant promise to pay the pri- 
mary liability of another? If so, the undertaking was collateral and a 
guaranty. Or did the defendant incur a direct and primary liability for 
the grain? 

There are several considerations based on evidence of probative value 
which may have led the presiding Justice to his decision. 

First: The agreement was made with relation to the existing need 
for grain that very day. Without grain the Bishop Poultry Farm would 
cease operations. 

Second: The agreement was not conditional upon the assignment 
becoming effective. No such condition was stated in the telephone con- 
versations of May 21. At that time the defendant held the assignment 
and had not determined whether it would join therein. 
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Third: Surely it was fairly the intention of the plaintiff and the 
defendant that someone would be primarily liable for the purchases of 
grain from May 21 to June 2 upon delivery. The defendant was not 
taking the risk that the assignment would be completed, or that the 
prospective trustees would later become legally qualified trustees with 
authority to utilize funds for payment of the account. 

Fourth: The fact that the grain was charged to the prospective 
trustees was not conclusive evidence that credit was extended to them. 
The entry was subject to explanation and was explained by Mr. Preti. 
See Hines & Smith Co. v. Green, supra. 

Fifth: The trustees at no time became liable for the account either 
as trustees or personally. They were never legally qualified trustees for 
the assignment creating the trust did not become effective. There is 
no suggestion that the plaintiff or defendant (or Mr. Preti or Mr. Des- 
pins, acting for the parties) intended that the trustees or any of them 
should have any personal liability in the matter. Mr. Hinckley, the 
third prospective trustee, indeed does not appear to have had any knowl- 
edge of the May 21st agreement. He was informed of the need for grain 
and there apparently his knowledge ended. 

Sixth: Mr. Bishop admittedly, was not liable for the grain. 

Seventh: With the exclusion of Mr. Bishop and the Trustees, there 
remains no one with a primary liability for the grain to which the prom- 
ise of the defendant could be collateral. Hence the defendant was pri- 
marily or directly liable therefor. 

In Duca v. Lord, supra [331 Mass. 51, 117 N.E.2d 146], the Massa- 
chusetts Court discusses the principles governing the case at bar. The 
plaintiff made repairs on library property in addition to the require- 
ments of a written contract with the trustees on the oral promise of 
Deferrari, who directed the work, that “ ‘If the library doesn’t pay you, 
I will pay you.’ ” 

The Court held the promise was not within the Statute of Frauds for 
lack of a primary obligation, citing among other authorities Williston on 
Contracts § 454 (Rev. Ed.) and Restatement, Contracts § 180. “In short 
there was no obligation on the part of the trustees to which Deferrari’s 
promise could be secondary.” Then turning to the question of the mu- 
tual understanding of the parties the Court, in affirming judgment for 
the plaintiff, said: 


“Nor is this a case where the parties intended that unless such 
a primary obligation came into existence there was to be no lia- 
bility on the part of Deferrari. We think the true situation was 
that both parties hoped that the trustees would assume the obli- 
gation but if that hope was not realized then, in any event, Def- 
errari was to pay for the extra work.” 
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Mountstephen v. Lakeman, L.R. 7 Q.B. 196 (1871), affirmed in L.R. 
7 H.L. 17 (1874), is a leading English case on the issues before us. The 
plaintiff had been employed to construct a main sewer by a local 
board of health of which the defendant was chairman. On defendant’s 
request that the plaintiff make certain sewer connections with houses, 
the plaintiff said, “I have none (no objections), if you or the board 
will order the work, or become responsible for the payment.” The de- 
fendant replied, “Go on and do the work, and I will see you paid.” The 
plaintiff did the work but the board, alleging that no orders had been 
given for the work, declined to pay. Justice Willes said, at page 201: 


“But it was competent to a jury to find ——and I need go no 
further than that, though I think it would have been the proper 
conclusion to draw,—that the meaning of the answer of the de- 
fendant was not ‘I will be liable as surety for the board, if they 
become liable to you,’ making the contract one of suretyship; 
but ‘Whether the board be liable or not, do the work and you 
shall be paid;’ that is, ‘I undertake to pay you for the work, unless 
you should happen to be paid either by the board or by the own- 
ers assuming they come forward and pay, though they are not 
liable.’ That appears to me to be the result of the conversation. 
It is a bargain, therefore, by the defendant to pay for the work, 
though it was known that there was no person liable at the time, 
and whether a third person should become liable in future or not, 
that is, whether or not there was, or might be, a third person 
who could be liable for a debt, or guilty of a default or miscar- 
riage in the matter. And it is only in respect of such a third 
person that the Statute of Frauds applies.” 


In Doyle v. White, 1846, 26 Me. 341, the plaintiff refused to deliver 
rock to X under his contract on X’s credit. The defendant said, “You 
bring the rock and I will see you paid for it.” The promise was found 
to be a guaranty and within the statute. The importance of the case 
to us is that whether the promise was original or collateral was a 
question of fact for the jury. See also Hammond Coal Co. v. Lewis, 
1924, 248 Mass, 499, 143 N.E. 309. 

On close examination of the defendant’s promise in the frame of the 
existing situation, the reasons for the decision of the presiding Justice 
become clear. If the promise when made had value for the plaintiff, 
as of course was intended, it covered the purchase of grain in the event 
the assignment did not become effective. There is no sufficient ground 
advanced for disturbing the action below. 

The entry will be 

Exceptions overruled. 


WEBBER and CLARKE, JJ., did not sit. 
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Marginal Notation on Promissory Note 


Held Controlling 


A recent California case illustrates two points which occur 
quite often in the law of contracts. The first was whether or 
not a marginal notation on a promissory note was controlling 
in regard to the date of payment and second was whether or 
not such a marginal notation was applicable to a co-maker of 
the note who did not initial the notation. 

The facts were quite simple. Harris and Bobier gave a 
promissory note to the Rogers in partial payment for the lat- 
ters’ release of a rental obligation. The note for $7,000 was 
dated March 18, 1948 and was due August 20, 1948. When 
Harris signed the note as co-maker he was advised—strangely 
enough by Bobier’s attorney—to write the following words 
opposite the place of his signature: “Pamt. when trusteeship 
is settled.” He initialed this notation and signed the note; 
Bobier signed directly under his signature. The note was 
left with a title company and it appeared that the Rogers did 
not learn of the notation until they sought payment of the note. 
The trusteeship referred to in the notation was a trusteeship 
of certain property owned by Bobier’s husband. This trustee- 
ship was not settled by the time the Rogers brought suit 
against Harris and Bobier as co-makers of the note. 

The court ruled that the suit against Harris was premature. 
It followed the majority rule that where a marginal notation 
is placed on a promissory note by the maker with the intention 
of making the notation a part of the contract it becomes a sub- 
stantive part of the note to which it is affixed. Since the no- 
tation was a part of the note, the note was not due as far as 
Harris was concerned until Bobier’s trusteeship was settled. 

The court ruled against Bobier, however, and said the note 
was due in regard to her. The notation did not apply to her 
since she did not initial it even though her signature did appear 
right under Harris’ signature. Rogers v. Harris and Bobier, 
District Court of Appeal, California, 291 P.2d 68. The opinion 
of the court is as follows: 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) §65. 
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DOOLING, J.—One Sol Bobier, who owned several parcels of real 
property in San Francisco, much of its encumbered, disappeared some 
time in 1947. His wife Betty Bobier (defendant and appellant herein) 
in a Superior Court proceeding commenced for that purpose, was on 
January 20, 1948, appointed custodian and trustee of his property, upon 
the judicial determination that Sol Bobier was a missing person. De- 
fendant and respondent Harris was one of Sol Bobier’s creditors. In 
order to satisfy the missing Bobier’s creditors and salvage his estate it 
was decided to sell certain of Bobier’s properties and respondent Harris 
interested himself in bringing this about. 


On March 1, 1947, Bobier had leased one of his parcels of real prop- 
erty, known as 801 Sutter Street, to the plaintiffs Rogers. The Rogers 
had paid to Bobier $20,000 as a deposit on the rent. In order to sell 
801 Sutter Street it became necessary to secure from the Rogers a can- 
cellation of their lease and it was agreed between the Rogers on one side 
and Harris and Betty Bobier on the other that the Rogers would sur- 
render their lease upon being repaid their deposit of $20,000 in the fol- 
lowing fashion: The Rogers were to receive a deed to a one-tenth interest 
in real property located at 2112 Jackson Street at an agreed value of 
$10,000; $3,000 in cash and a promissory note for $7,000 signed by Harris 
and Betty Bobier. An escrow was open with a title company to effectu- 
ate this agreement. The instructions to the title company are not a 


part of the record. It appears however that the deed to the one-tenth 
interest in 2112 Jackson Street was delivered to the Rogers and they 
were paid the $3,000 in cash. A promissory note for $7,000 payable to 
the Rogers dated March 18, 1948, and due “On or before August 20, 
1948” was deposited with the title company for execution by Harris and 
Betty Bobier. 


When Harris and Betty Bobier went to the title company to execute 
this note they were accompanied by Betty Bobier’s attorney. Harris 
testified that before he signed the note, at this attorney’s suggestion, he 
wrote opposite the place for his signature: “Pamt. when trusteeship is 
settled” and his initials “E.S.H.” He then signed the note and Betty 
Bobier signed beneath his signature. 


The title company upon receiving the note so executed apparently 
delivered to Betty Bobier or to Harris the cancellation of the lease on 
801 Sutter Street. The Rogers left the note with the title company un- 
til March or April of 1949 and did not know that the words “Pamt. 
when trusteeship is settled” had been written thereon until that time. 


Plaintiffs set out the note in haec verba in their complaint and al- 
leged: “That the trusteeship, as appears on the face of the note, has been 
prior to the filing of this action and now is, settled.” 


The defendants Harris and Betty Bobier in separate answers alleged 
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that by its terms the note was not to be paid until the trusteeship was 
settled, that the trusteeship referred to was the trusteeship in the mat- 
ter of Sol Bobier a missing person, and that said trusteeship was still 
pending in the superior court and was not settled. 


The trial court found “that the words ‘Pamt. when trusteeship is 
settled’ and initials of E.S.H. were written in the lower left hand corner 
of said promissory note by the defendant E. S. Harris, and . . . that by 
reason thereof plaintiffs’ action is premature as to said defendant E. S. 
Harris.” The court further found “that said writing was placed on said 
promissory note without the knowledge and consent of plaintiffs herein 
and that said writing was personal to said defendant, E. S. Harris.” 


The court concluded that the action was premature as to Harris 
because the trusteeship in the matter of Sol Bobier, a missing person, 
was not settled and gave a judgment of dismissal without prejudice in 
Harris’ favor. The trial court further concluded that defendant Betty 
Bobier was not a party to the limiting words written and initialed on 
the note by Harris and gave the plaintiffs judgment on the note against 
defendant Betty Bobier. 

Plaintiffs Rogers have appealed from the judgment in favor of Harris 
and defendant Bobier has appealed from the judgment against her. 


Plaintiffs’ Appeal 


The evidence established that the trusteeship referred to in the 
marginal notation written on the note by Harris and initialed by him 
was the trusteeship of Sol Bobier, a missing person. The file in that 
proceeding was introduced in evidence and it is not questioned that 
that proceeding was still pending. The court therefore properly con- 
cluded that the trusteeship was not settled. 

The plaintiffs elected to sue on the note with the initialed memoran- 
dum: “Pamt. when trusteeship is settled” and to allege that the trustee- 
ship had been settled. Whether under the facts they might have sued 
for a reformation of the note we need not decide. In any event they 
did not do so but elected to stand on the note including the initialed 
memorandum. 

The natural effect of the initialed memorandum is to make a change 
in the due date set out in the body of the note. Appellants Rogers cite 
cases holding that a marginal notation cannot change the terms set out 
in the body of a note. These cases represent a minority view. 

It is the generally accepted rule, in accordance with the settled law 
of contracts, that where a marginal notation is placed upon a promissory 
note by the maker before he signs the note with the intention of making 
the marginal notation a part of the contract it becomes a substantive 
part of the note to which it is so affixed. See the notes in 13 A.L.R. 251 
and 155 A.L.R. 218. Following this general rule it is held by a substan- 
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tial majority of the courts which have considered the question that a 
notation placed on the note by the maker before signing it with the 
intention of changing the time of payment shown in the body of the 
note becomes a part of the contract and is effective to fix the time of 
payment according to the terms of such notation. Baucom v. Friend, 
D.C.Mun.App., 52 A.2d 123; Banking Commission v. Townsend, 243 Wis. 
329, 10 N.W.2d 110; Whittier v. First Nat. Bank of Sterling, 73 Colo. 
153, 214 P. 536; Weaver v. Weaver, Tex.Civ.App., 171 S.W.2d 898; Citi- 
zens’ Nat. Bank of Towanda v. Piollet, 126 Pa. 194, 17 A. 603, 4 L.R.A. 
190; Black v. Epstein, 93 Mo. App. 459, 67 S.W. 736; Alden v. Camden 
Anchor-Rockland Mach. Co., 107 Me. 508, 78 A. 977; Franklin Savings 
Institution v. Reed, 125 Mass. 365; Wheelock v. Freeman, 13 Pick., 
Mass., 165; Heywood v. Perrin, 10 Pick., Mass. 228; Johnson v. Heagan, 
23 Me. 329; Blake v. Coleman, 22 Wis. 415; notes 155 A.L.R. at pages 
225-226 and 13 A.L.R. at pages 263-265. There are cases in some juris- 
dictions which refuse to follow this rule. See the cases to this effect col- 
lected in 155 A.L.R. at pages 226-227 and 13 A.L.R. 265. We are satis- 
fied however that the better rule, and the one comporting both with com- 
mon sense and the law of contracts, is that where, as in the case before 
us, the maker before signing the note, with the express intention of mod- 
ifying the date of payment contained in the body of the instrument, en- 
dorses on the note a notation which is sufficient to accomplish that 
purpose, such notation must be construed as a part of the contract and 
given its proper effect. 


The only California cases cited by appellants Rogers which they 
claim are relevant to this question are Poorman v. Mills & Co., 39 Cal. 
345 and Payne v. Commercial Nat. Bank, 177 Cal. 68, 169 P. 1007, 
L.R.A. 1918C, 328. Both cases apply the rule that a patent ambiguity 
on the face of a note cannot be explained by extrinsic evidence. The 
rule is not applicable to this case. Since the obvious purpose and effect 
of the addition of the language “Pamt. when trusteeship is settled” was 
to supersede and modify the date of payment set out in the body of the 
note it did not create an ambiguity. 


Appellants Rogers also cite such cases as Fraga v. Evans, 90 Cal. 
App.2d 529, 203 P.2d 89, and In re Estate of Baird, 59 Cal.App.2d 303, 
138 P.2d 698. These cases stand for the rule that where a debt is to be 
paid upon the sale of property the debtor is allowed a reasonable time to 
sell the property and after the lapse of such reasonable time the debt 
becomes absolute. They are not applicable to this case. Only upon the 
return of the missing person or after his absence for seven years, Prob. 
Code sec. 280 et seq., could the trusteeship be settled. In the meantime 
and during his continued absence his trustee is under the continuing 
duty to conserve and manage his estate under the jurisdiction of the 
court which appointed her. 
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Appellants Rogers also argue that Harris put a practical construction 
on the note which should be controlling. They testified to repeated 
demands for payment to which Harris replied that he was not able to 
pay immediately but would do so as soon as he was able. Harris denied 
this in his testimony and an appellate court cannot reweigh conflicts in 
the evidence. 

Appellants Rogers seem also to argue that the marginal notation was 
an unauthorized alteration of the contract evidenced by the note. The 
note did not become a contract however until it was executed and 
delivered. “The payee of a negotiable instrument gets no property in it 
until its delivery, and the maker, therefore, incurs no liability or obliga- 
tion to the payee until delivery.” 8 Cal.Jur.2d, Bills and Notes, sec. 37, 
p. 370; Civ.Code sec. 3097. 

. We conclude that the trial court’s judgment dismissing the action 
against Harris without prejudice was proper. 


Defendant Bobier’s Appeal 

The trial court as we have seen found that the marginal notation 
was personal to defendant Harris and was not a part of defendant Betty 
Bobier’s contract. The defendant Harris not only wrote the marginal 
notation by his own hand but he also wrote his initials “E.S.H.” opposite 
this notation. Betty Bobier signed the note without initialing the mar- 
ginal notation. An uncertainty or ambiguity appears on the face of 
the note as to whether Betty Bobier, who did not initial the marginal 
notation, intended it as a part of her contract. Her testimony on this 
subject is clouded with uncertainty. The reporter’s transcript shows 
the following obviously garbled question and Betty Bobier’s answer: 


“Q. Can you tell me now whether or not he (referring to 
Betty Bobier’s attorney) advised you to say that that cause pay- 
ment was to be made when the trusteeship is settled? 

“A. Yes, he did; that was in the title record.” 


Appellant says that the word “cause” obviously should be read 
“clause.” With this alteration the question is still unintelligible. What 
does “Did he advise you to say that that clause ... ? ” mean? 

An uncertainty in a contract is to be construed against the person 
who caused the uncertainty to exist. Civ.Code sec. 1654. Here Betty 
Bobier caused the uncertainty to exist by failing to initial the marginal 
notation. It would seem the natural procedure if she intended to adopt 
the marginal notation for her to initial it as Harris had just done in her 
presence. We cannot say that the trial court was not reasonably en- 
titled to conclude that Betty Bobier did not intend to adopt the margi- 
nal notation as a part of her contract. 

Judgment affirmed. 

NOURSE, P. J., and KAUFMAN, J., concur. 
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Out of State Administrator May Sue 
Without Ancillary Letters 


The procedural aspects of a recent case are of importance 
to the trust and estates departments of banks. A bank, which 
was an administrator of an estate in Kentucky brought suit in 
a federal district court in Tennessee. The suit was based on 
the wrongful death statute of Kentucky. The defendant (which 
happened to be an estate also) maintained that suit could not 
be brought by the Kentucky administrator in Tennessee un- 
less it was brought through an ancillary administrator appointed 
in the state of Tennessee. 

The court ruled that no ancillary administrator need be 
appointed in Tennessee since the Kentucky administrator was 
able to bring the suit directly. Generally, an out of state ad- 
ministrator could not bring suit except through an ancillary 
administrator under the rule that no state can allow property 
within its jurisdiction to be diverted so as to deprive its own 
citizens of an opportunity to enforce their claims against the 
property. This general rule does not apply, the court pointed 
out, where the personal administrator from another state is 
suing not for the benefit of the general estate but rather for the 
benefit of specified persons under the provisions of a wrongful 
death statute. Citizens Fidelity Bank and Trust Company v. 
Baese, United States District Court, M.D. Tennessee, 136 
F.Supp. 683. The opinion of the court is as follows: 


WILLIAM E. MILLER, D. J.—Briefly summarized, the claim stated 
by the complaint is as follows: On August 8, 1954, Frank L. Rizer, a 
resident of Fentress County, Tennessee, wrongfully took the life of Alma 
Rizer, his former wife from whom he was divorced, by inflicting gunshot 
wounds upon her at her home in Louisville, Kentucky. Immediately 
thereafter Rizer committed suicide. On September 1, 1954, the plaintiff, 
Citizens Fidelity Bank and Trust Company, a Kentucky corporation, 
was appointed administrator of the estate of Alma Rizer by the County 
Court of Jefferson County, Kentucky. The defendant, Frank Baese, is 
the administrator of the estate of Frank L. Rizer, having been duly 
appointed as such by the County Court of Fentress County, Tennessee. 

The action is instituted in this Court under the Wrongful Death Stat- 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) §481. 
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ute of Kentucky, Kentucky Revised Statutes, 411.130, to recover dam- 
ages in the amount of $40,752 for the wrongful death of the plaintiff's 
intestate. The Kentucky statute provides that actions for wrongful 
death shall be prosecuted by the personal representative of the deceased 
and that the amount recovered “shall be for the benefit of and go” to 
named kindred of the deceased. Alma Rizer’s only survivor was a minor 
son by a former marriage, Billy Rizer, and the action is for his use and 
benefit. 

Defendant moves to dismiss the action “because the plaintiff is a 
foreign administrator, alleged to have been appointed as such under the 
laws of the State of Kentucky, and has no authority to maintain this 
action in the State of Tennessee.” 

There is thus presented for decision the question: Where diversity of 
citizenship and the requisite jurisdictional amount are present, may a 
foreign administrator maintain in a United States District Court sitting 
in Tennessee an action of wrongful death occurring in the state of his 
appointment under the wrongful death statute of that state and for the 
use and benefit of a named beneficiary? 

As the plaintiff is suing in a representative capacity, its right to main- 
tain the action must “be determined by the law of the state in which 
the district court is held”—in this case the law of Tennessee. Rule 17 (b), 
Federal Rules of Civil Procedure, 28 U.S.C.A.; Cooper v. American Air- 
lines, 2 Cir., 149 F.2d 355, 162 A.L.R. 318. 

If the plaintiff were suing as an ordinary personal representative for 
the use and benefit of the general estate of its decedent, its lack of au- 
thority to maintain the action in the Tennessee courts would be clear. 
For in a long line of decisions the Tennessee courts, consistently with 
the view prevailing throughout the United States, have adhered to the 
dogma that a foreign administrator, as the representative of his estate, 
can not maintain an action in Tennessee without first obtaining ancillary 
letters, or qualifying in Tennessee. Caldwell v. Maxwell, 2 Tenn. 102; 
Allsup v. Allsup, 18 Tenn. 283; Keaton’s Distributees v. Campbell, 21 
Tenn, 224; George v. Lee, 25 Tenn. 61; Sparks v. White, 26 Tenn. 86; 
Patton v. Overton, 27 Tenn. 192; Goodlett v. Anderson, 75 Tenn. 286; 
Whittaker v. Whittaker, 78 Tenn. 93; Campbell v. Hubbard, 79 Tenn. 6; 
Ellis v. Northwestern Mut. Life Ins. Co., 100 Tenn. 177, 43 S.W. 766; 
Farmers Bank v. Vinson & Williams, 9 Tenn.App. 51. 

The rule is generally supported by the reasoning that “no state can 
allow property within its jurisdiction to be diverted so as to deprive its 
own citizens of an opportunity to enforce their claims against it”. An- 
notation 85 A.L.R. 1231, 1249. 

But practically all of the courts which have considered the question 
have admitted an exception to the rule where the personal representative 
is suing, not for the benefit of the general estate, but for the use and 
benefit of a specified person or classes of persons under the provisions of 
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the wrongful death statute of a foreign state. In that situation, it is said 
that the reason for the rule ceases to exist since the personal representa- 
tive sues not in his capacity as such but in the character of a “trustee” 
or “medium” for the benefit of the persons entitled to the proceeds of 
the recovery under the statute. As the recovery passes directly to the 
named beneficiaries it is not an asset of the estate and the rights of local 
creditors are not involved. 

Many of the pertinent authorities approving the exception to the 
general rule are collated in the annotations in 85 A.L.R. 1231, 1245, and 
162 A.L.R. 323, 324. In Cooper v. American Airlines, supra, the United 
States Court of Appeals for the Second Circuit, was called upon to de- 
termine whether the exception was the law in the state of New York. 
At the time the decision was rendered (1945) the question had not been 
resolved by the New York courts. But the Court of Appeals concluded 
that the New York courts would approve the exception to the rule where 
the foreign administrator was suing under a wrongful death statute 
merely as a nominal plaintiff for the benefit of the real parties in interest 
entitled to the avails of the recovery. It was said that to reach a differ- 
ent conclusion “would be to rest judgment, irrationally, on the sheerest 
verbalism”. 

It is significant to observe that the “prophecy” of the court in Cooper 
v. American Airlines, as to the law of New York, was later fulfilled when 
the highest court of that state approved the exception in Wiener v. 
Specific Pharmaceuticals, Inc., 1949, 298 N.Y. 346, 83 N.E.2d 673, 675. 
In holding that a Michigan administrator could maintain a suit under 
the Michigan death statute in the New York courts to recover damages 
for the death of a decedent in the state of Michigan, the court in that 
case said: 


“The rule barring foreign administrators from our courts is 
just and reasonable only if applied in cases, first, where there are 
domestic creditors, and second, where the foreign administrator 
sues to recover a fund in which such creditors may share. Obvi- 
ously, no prejudice threatens local creditors of the decedent if the 
wrongful death statute makes no provision for recovery on behalf 
of the general estate and, in fact, bars creditors’ claims against the 
proceeds. ... 

“For that reason, we conclude, as have the courts of a number 
of other jurisdictions, that a foreign administrator, suing as statu- 
tory trustee, has standing to maintain a wrongful death action 
in this State upon the strength of his original letters.” 


Would the Supreme Court of Tennessee follow the exception to the 
general rule, upon the state of facts presented in the instant case, or 
would it adhere, even in that situation, to the general pronouncement 
that foreign administrators have no standing to sue in the Tennessee 
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courts? The question is to be answered, as in Cooper v. American Air- 
lines, on the basis of what this Court would prophesy that the state 
court would adjudicate if the issue were presented to it. 

In the first place, is is assumed that the Tennessee court would look 
to the law of Kentucky in a similar situation to determine whether the 
administrator was actually suing as a trustee or for the benefit of the 
general estate of the deceased. Baldwin v. Powell, 294 N.Y. 130, 61 
N.E.2d 412; Wiener v. Specific Pharmaceuticals, Inc., supra. 

The Kentucky Wrongful Death Statute, Kentucky Revised Statutes 
411.130, provides that “The action shall be prosecuted by the personal 
representative of the deceased”; that the amount recovered “less funeral 
expenses and the cost of administration and costs of recovery, including 
attorney fees not included in the recovery from the defendant, shall be 
for the benefit of and go” to certain named next of kin of the deceased. 
If the deceased leaves no widow or husband, the recovery goes to the 
child or children of the deceased. It goes to the mother and father of 
the deceased if the deceased leaves no widow, husband, or child. Only 
in the event that the deceased leaves no widow, husband or child, and 
both father and mother are dead, does the recovery “become a part of 
the personal estate of the deceased” to be distributed to more remote 
kindred after the payment of creditors of the estate. 


It seems altogether clear, therefore, from the provisions of the Ken- 
tucky statute that where the deceased is survived, as in this case, by 
one of the specified beneficiaries, the administrator sues for his use and 
benefit alone, as in the nature of a trustee; and that would appear to be 
the necessary effect of the decision of the Court of Appeals of Kentucky 
in Vaughn’s Adm’r v. Louisville & N. Railroad Co., 297 Ky. 309, 179 
S.W.2d 441, 445, 152 A.L.R. 1060, 1065, in which the court, speaking of 
an action under the statute, said: 


“This action is brought under KRS 411.130, which gives a 
cause of action to a personal representative for the sole benefit of 
named beneficiaries. The recovery in an action for wrongful death 
is not for the benefit of the estate but for the next of kin, here the 
decedent’s father and mother. The substance of the present ac- 
tion is that the surviving beneficiaries are suing, since they only 
are entitled to the benefit of a recovery. The statutory author- 
ity of the administrator, where the decedent leaves any of the 
kindred named in the statute, is to sue for the benefit of the next 
of kin. The administrator is merely a nominal plaintiff. The 
real parties in interest are the beneficiaries whom he represents.” 


Accepting, therefore, the premise that the present action {s one in 
which the foreign administrator sues as a trustee under the Kentucky 
statute, the Court considers, first, whether there exists in Tennessee a 
statute which would prohibit the action in its courts. 
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Tennessee Code Section 8145, cited in the briefs, is clearly without 
pertinence in the present case for it applies only to the granting of letters 
of administration upon the estate of non-resident decedents. It con- 
tains no provision with respect to the authority of non-resident personal 
representatives. Nor does the Court find a prohibition in Tennessee 
Code Section 8148 which, by implication, permits the qualification in 
Tennessee of non-resident personal representatives, both of resident and 
non-resident decedents. It provides generally that foreign personal rep- 
resentatives qualifying in Tennessee shall be deemed and treated as 
citizens of Tennessee for the purpose of suing and being sued, and it 
facilitates the filing of suits against them in their official capacities by 
providing a convenient method for the service of process upon the county 
court clerk. The clear inference from the wording of the statute is that 
it has reference to personal representatives in their capacities as such, 
as representing the general estates of their decedents. The right of a 
foreign administrator to sue as a trustee for the benefit of statutory 
beneficiaries would appear to be prohibited neither expressly nor by 
implication. 

But it is argued by the defendant that if a statutory prohibition was 
theretofore lacking, it was supplied by Chapter 164 of the Public Acts 
of Tennessee of 1955, passed March 11, 1955. Section 1 of the Act reads: 


“Section 1. Be it enacted by the General Assembly of the 
State of Tennessee, That no person not a resident of the State, 
nor any corporation not authorized to do business in this State, 
and actually maintaining an office in this State, shall be ap- 
pointed or allowed to qualify or act as personal representative 
unless there be also appointed to serve with the non-resident 
personal representative a person resident in this State or corpo- 
ration authorized to do business in this State, and maintaining an 
office in this State; and in the event such resident personal rep- 
resentative ceases, for any reason to act, then a new resident 
personal representative shall be appointed.” 


The defendant’s insistence is that the words “or act” appearing in 
the statute were intended to deny authority to a foreign administrator 
to maintain an action in Tennessee, without the qualification of a local 
personal representative, even in the case where the foreign administrator 
is acting as a nominal plaintiff or as a trustee for the benefit of others. 
In Holt v. Middlebrook, 4 Cir., 214 F.2d 187, 190, an almost identical 
statute of Virginia, Code 1950 § 26-59, was construed as prohibiting such 
an action in the courts of that state. The court was of the opinion that 
the words “or act” in the restrictive statute required it to hold that for- 
eign administrators could not maintain an action for wrongful death in 
the Virginia courts “Whatever may have been the law prior to” the 
passage of the statute. 
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While the opinion in Holt v. Middlebrook, supra, written by Judge 
Dobie, carries much weight, the Court is persuaded that it would not 
be followed by the Tennessee courts in construing its statute of the 
same type. 

In deciding the Holt case the Court of Appeals pointed out that 
when the Virginia legislature passed the statute, adding the words “or 
act”, there were rulings by the United States District Courts sitting in 
Virginia that actions of the character under consideration in the present 
case could be maintained in Virginia as an exception to the general rule. 
It was stated that “It seems fair to presume that when the Virginia 
Legislature” passed the statute, it was familiar with these decisions and 
intended to annul them by legislative enactment. Whether or not 
this was a fair presumption, it should be pointed out that the same 
situation did not obtain in Tennessee at the time of the passage of the 
1955 Act. At that time there were no decisions either of the state or 
federal courts sitting in Tennessee that such suits could be maintained 
in Tennessee by a foreign administrator. Consequently, there is lacking 
the same reason for the presumption applied in the Holt case that it 
was the legislative purpose, in using the same words in the 1955 Act, 
to nullify a judicially declared exception permitting suits by foreign per- 
sonal representatives in certain cases. 

Further, in Holt v. Middlebrook, it is clear from the opinion that the 
construction of the Virginia statute was in large degree influenced by 
the court’s conclusion that before its enactment “the only way foreign 
personal representatives were permitted to act in Virginia was the bring- 
ing of civil actions for death by wrongful act.” It was concluded, there- 
fore, that it was the purpose of the legislature in adding the words “or 
act” to the restrictive statute “to forbid the bringing of such civil 
actions.” 

On the other hand, in Tennessee before the passage of the 1955 Act 
the only clearly defined way foreign personal representatives could act 
was pursuant to Code Section 8148, referred to above, by qualifying in 
that state, with full authority to administer any assets of the estate in 
Tennessee and to sue and be sued. It seems more probable, therefore, 
that it was the intention of the Tennessee legislature in adopting the 1955 
Act, in effect to amend Code Section 8148 by requiring a foreign per- 
sonal representative qualifying under that statute to act only in con- 
junction with a local personal representative. On the basis of this con- 
struction, the 1955 Act, like Code Section 8148, would apply only to 
foreign personal representatives qualifying and acting in Tennessee in 
their capacities as such and not to foreign representatives in reality 
acting as trustees for named beneficiaries under wrongful death statutes 
of foreign states. 

To hold otherwise would be to attribute to the legislature an inten- 
tion to impose a wholly unreasonable requirement. Where the foreign 
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administrator is acting for the general estate to recover assets belonging 
to it, the reason for the appointment of a local administrator is apparent, 
in that the rights of local creditors are further safeguarded. But the 
same reason does not exist where the foreign administrator comes into 
Tennessee merely as a trustee to effect a recovery for wrongful death for 
the specific benefit of statutorily designated persons. To require him 
in that event to qualify and to obtain the appointment of a local per- 
sonal representative would be at most an idle ceremony of no benefit to 
Tennessee citizens or creditors and an undue hardship upon the bene- 
ficiaries of the recovery. In the absence of more unequivocal verbiage 
than the expression “or act” in the 1955 Act, it does not appear reason- 
able to presume that the Tennessee legislature intended to accomplish 
that result. 

It has already been stated that the Tennessee decisions, cited above, 
dealing with foreign personal representatives seeking to collect assets of 
the general estate, do not stand in the way of a ruling that the plaintiff 
may maintain the present action. The defendant insists, however, that 
the decision of the Supreme Court of Tennessee in Gogan v. Jones, 273 
S.W.2d 700, is in point, and at least indicates that the Tennessee court 
is committed to a position opposed to the exception relied upon by the 
plaintiff. 

That was an action by a New York administrator under the Tennes- 
see statute to recover damages for the wrongful death of his decedent 
occurring in Tennessee. While the court in its opinion categorically 
stated that the appointment of the plaintiff as administrator in New 
York conferred no authority upon him to maintain the action in Tennes- 
see, the statement appears to have been unnecessary to the decision. The 
point actually decided was that the amendment of the summons, after 
the expiration of the one-year statute of limitations, Code, § 8595, to 
strike the administrator as a party plaintiff and to substitute the names 
of the father and next of kin of the deceased, did not introduce a new 
cause of action. That was true because the personal representative was 
merely a nominal party in any event, where as the real parties in interest 
under the Tennessee statute were the next of kin of the deceased in whose 
name the original action could have been brought. It is apparent that 
the issue now before this Court was neither presented nor considered. 

Finding that the present action is not prohibited either by the statu- 
tory or decisional law of Tennessee, the Court is convinced that Tennes- 
see would follow the clear weight of authority in approving the exception 
to the general rule upon which the plaintiff relies in the instant case. 
Doubtless, the weight of judicial opinion itself would have much influ- 
ence with the courts of that state. This is particularly true because of 
the soundness of the exception and the reasoning by which it is sup- 
ported. 

Siebenhar v. Wise, D.C., 16 F.R.D. 479, decided by Judge Shelbourne, 
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of the Western District of Kentucky, is urged upon the Court as indi- 
cating that the Kentucky courts would not recognize the authority of a 
Tennessee administrator to maintain an action of this character in the 
courts of that state. Although on the facts of the case the exception to 
the general rule here relied upon could have been applied to sustain the 
action, the clear inference from the opinion is that the exception was 
neither urged upon nor considered by the Court. Otherwise, it would 
hardly have relied upon Ballard v. United Distilleries Co., D.C., 28 F. 
Supp. 633, in dismissing the action. That case decided only that a for- 
eign administrator could not sue in Kentucky to recover assets on behalf 
of the general estate. There is no reason to suppose that the courts of 
Kentucky would not approve the exception to the rule if clearly pre- 
sented to them and advanced specifically as a reason for permitting the 
suit by a foreign personal representative to be maintained. 

Under the Kentucky statute recovery may be had for funeral ex- 
penses, costs of administration, and attorneys’ fees, in addition to dam- 
ages for wrongful death, but that does not alter the fact that the personal 
representative in the instant case is suing as a trustee. Such expenses are 
administrative charges arising out of the wrongful death and are not 
for the benefit of the general estate. Wiener v. Specific Pharmaceuticals, 
Inc., supra. 

Nor does the fact that the present action would be for the benefit of 
the general estate, in the absence of the named beneficiaries, require a 
different decision. In this case a statutory beneficiary is in existence, 
and it is the character of the suit on the basis of presently existing con- 
ditions which is controlling. Cooper v. American Airlines, supra; Bald- 
win v. Powell, supra; Wiener v. Specific Pharmaceuticals, Inc., supra. 

The order to be submitted will overrule the motion to dismiss the 
action. 


OHIO MAY BE PLANNING TO REIMPOSE TAX ON BANK 
AND SAVINGS AND LOAN ASSOCIATION STOCK 


The Ohio Supreme Court recently ruled that the State tax on 
federal securities held as assets in Ohio financial institutions was 
unconstitutional. The tax had been imposed since 1947 and yielded 
about $1,800,000 annually. Seeking to find some other way to com- 


pensate for the loss of such tax revenues Governor Lausche called 
a special session of the State Legislature this past June. It may 
be that remedial legislation will be forthcoming. Meanwhile, Ohio 
banks are entitled to rebates of about $10,000,000 as a result of the 
invalid tax, but about half of such rebates will have to be paid by 
the banks to the federal Government for taxes. 
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Holder of Trust Receipt Prevails Over 
Seller Retaining Title 


A Mississippi court has had to decide an issue which is 
perennial in every court in the world, namely which of two 
innocent parties must suffer a loss caused by a third party. 
In this particular case the court applied an equitable principle 
which is almost as old and universal as the problem itself. The 
principle is that the person who enabled the wrongdoer to 
commit the wrong must be the one to bear the loss. 

The facts here were uncomplicated. Lowe Motor Company 
purchased a car at an auction, paying for it with a draft. The 
conditions of purchase instrument provided that the seller 
retained title to the car until the draft was paid in full. It also 
specified that the car was being bought for resale only. The 
Lowe Motor Company later obtained an advance on the car 
from a finance company with which it had done business in the 
past and which consequently did not trouble to inspect the car 
or question Lowe’s title. The advance was made on a trust 
receipt containing a provision to the effect that Lowe war- 
ranted that the lien created by the trust receipt was a valid 
first lien on the automobile. 

The bank upon whom the draft for the purchase price was 
drawn returned it to the seller unpaid and subsequently the 
finance company was told if it wanted the car it would have to 
bring suit. Both the seller who had retained title to the car 
and the finance company which had loaned money on the car 
made a claim to it. The court ruled in favor of the finance com- 
pany on the basis of the above stated equitable principal. 
Specifically, the court ruled that the authority given by the 
seller to the buyer to resell the car operated to stop the seller 
from claiming title or operated as a waiver of reservation of title 
to the goods sold as against bona fide purchasers since the sale 
by the original buyer (Lowe) was the precise object to be 
accomplished under the agreement of sale. It ruled also that 
the fact that the finance company was only an encubrancer as 
distinguished from an innocent purchaser made no difference 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) §1562. 
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in the application of the rule. The finance company stood in 
the same relative legal position as an innocent purchaser under 
these circumstances. Associates Discount Corporation v. Slay- 
ton d.b.a. Slayton Motors, et al., Supreme Court of Mississippi, 
85 So.2d 199. The opinion of the court is as follows: 











LEE, J.—Six replevin actions for the possession of automobiles were 
filed ay Associates Discount Corporation in the County Court of Jones 
County. They were numbered 3101 through 3106, inclusive. In each 
case, one of the appellees intervened and filed his claim. In No. 3104, 
James H. Plunkett was the intervenor. There was a stipulation that 
the facts in his case, with certain exceptions, were the same in the other 
cases. The county judge, by agreement sitting as both judge and jury, 
found for the intervening claimants. On appeal to the circuit court, the 
cases were consolidated and the several judgments were affirmed. From 
that judgment, Associates Discount Corporation appealed. 

James C. Hobson, Jr., President and General Manager of Lowe 
Motor Company of Laurel, Inc., a Mississippi corporation, purchased 
for $1,575 at Cofield’s Auction at Boaz, Alabama, a Ford automobile, 
owned by James H. Plunkett, doing business as Plunkett Pontiac Sales 
at Albertville, Alabama. The “condition of purchase” agreement, or bill 
of sale was made out by the auction bookkeeper, who gave the original 
to Hobson, a copy to Plunkett, and retained a copy himself. Plunkett 
knew that Hobson was in the used car business at Laurel, and that he 
was purchasing the car for resale. On the day of the sale, October 6, 
1952, Hobson gave to Plunkett Pontiac Sales in payment a customer’s 
draft for $1,575, drawn on Lowe Motor Company, through the Commer- 
cial Bank and Trust Company of Laurel, Mississippi. Following the 
sale, Hobson and his employees took the Ford and other cars, which 
had been purchased at the auction, and started on the return trip to 
Laurel. 


Just before reaching Meridian the next morning, Hobson stopped at 
an automobile auction about two miles from town, left the cars with an 
employee, and went to the office of Associates Discount Corporation in 
the city. He and his company had previously done considerable busi- 
ness with this finance company. Because of mutually satisfactory and 
agreeable relations, the finance company had extended them a $20,000 
line of credit, as a result of which it made no inspection of automobiles 
on which loans were made, unless the aggregate borrowings exceeded that 
amount. He executed a trust receipt and obtained a loan of $6,785 on 
four automobiles, $1,155 being advanced on the Ford. These loans con- 
formed to values in accordance with the generally accepted N. A. D. A. 
schedule. This loan, together with the outstanding indebtedness, 
amounted to less than $20,000. No employee of the finance company 
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saw the cars, or the bills of sale thereon, or asked any questions con- 
cerning the title thereto, or was apprised that the purchase price had 
not been paid. After obtaining the loan, Hobson and his employees 
drove the automobiles to Laurel and placed them on the yard of Lowe 
Motor Company. 

When the draft to Plunkett Pontiac Sales was presented in due 
course by the bank, Lowe Motor Company refused to accept and pay 
the same. Consequently on October 13, 1952, the bank returned it un- 
paid. About this time Hobson notified Associates Discount Corporation 
that the company was not going to pay its debt under the trust receipt, 
and that, if it wanted the cars, it would have to replevy them. The suit 
then followed. 

The “conditions of purchase” instrument, after warranty of owner- 
ship by the seller, disclaimer of liability against Cofield’s Auto Auction, 
and examination and acceptance by the buyer, provided that “ .. . it 
is expressly agreed by the undersigned buyer that the title and owner- 
ship of said automobile . . . shall remain in said vendor or assigns until 
any check, draft, due bill, note or any other instrument given for the 
purchase price of said automobile, . . . has been fully paid, .. . and that 
said title shall not pass to the buyer and this bill of sale becomes abso- 
lute until the payment in full of such check or checks, draft, due bill, 
note, or instrument, .. . and delivery up of the same to the buyer as 
above provided, and in the meantime the buyer assumes all risk of the 
destruction of said automobile by any way or means. 

“This Automobile Is Being Bought for Resale Only.” 

The trust receipt made Associates Discount Corporation the “en- 
truster” and Lowe Motor Company of Laurel, Inc., the “dealer (trus- 
tee)”, and upon the advance by the entruster of $1,155, “The trustee 
does hereby pledge, assign, transfer and sell to the entruster the follow- 
ing described chattels, to wit:”, and then followed the description of the 
Ford. Among other provisions thereof, the trustee warranted that the 
security interest was a valid first lien, and that it would keep the car 
at its place of business in the City of Laurel for the purpose of sale or 
exchange in the ordinary course of trade. 

Counsel for the parties have filed able and exhaustive briefs. How- 
ever, by going directly to the heart of the controversy, its solution, in 
the final analysis, requires answers to three questions, to wit: (1) would 
a bona fide purchaser for value without notice, under the facts of this 
case, acquire a title superior to that which was attempted to be retained 
by the original vendor; (2) if so, does that rule extend to an encum- 
brancer in like circumstances; and (3) was the appellant a bona fide 
encumbrancer for value without notice, or did it in fact rely upon Lowe 
Motor Company’s high credit rating as security for its loan? 

It is well settled in this State that one, who sells a chattel to a 
dealer with notice, actual or implied, that it will be resold, even though 
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he retains title thereto until the purchase price has been fully paid, 
cannot prevail against a purchaser in due course from such dealer for 
value and without notice of the retained title. Columbus Buggy Co. v. 
Turley, 73 Miss. 529, 19 So. 232, 32 L.R.A. 260; Parry Mfg. Co. v. 
Lowenberg, 88 Miss. 532, 41 So. 65; Garrett v. Hunter, Miss., 48 So.2d 
871. The rationale of the principle is both waiver and estoppel. See 
also 46 Am.Jur., Sales, Sec. 463, pp. 626-628. Of course this is but an 
application of the equitable doctrine that, where one of two equally 
innocent persons must suffer, the one whose act enabled the wrongdoer 
to commit the wrong must suffer the loss. 


The above principle is well recognized in the State of Alabama. Sec. 
29, Title 57, Code of Alabama 1940, provides: “Subject to the provisions 
of this chapter, where goods are sold by a person who is not the owner 
thereof, and who does not sell them under the authority or with the 
consent of the owner, the buyer acquires no better title to the goods than 
the seller had, unless the owner of the goods is by his conduct precluded 
from denying the seller’s authority to sell.” (Emphasis supplied.) Thus 
the owner can, by his conduct, preclude himself from denying the seller’s 
authority to sell. 


In J. L. McClure Motor Co. v. McClain, 34 Ala.App. 614, 42 So.2d 
266, an Alabama case, McClain sold his automobile to Harris, giving a 
bill of sale and taking a check in payment of the purchase price. Sub- 
sequently the check was dishonored. But in the meantime, Harris sold 
the car to the motor company, a dealer. In a suit by McClain to obtain 
possession of the automobile from the motor company, it was held that 
McClain, by reason of surrendering possession of the automobile to 
Harris and clothing him with indicia of title, was estopped from denying 
the validity of the title of the motor company, a bona fide purchaser 
for value from Harris. The court construed and distinguished two prior 
cases, Barksdale v. Banks, 206 Ala. 569, 90 So. 9138, and Moore v. Long. 
250 Ala. 47, 33 So.2d 6, especially pointing out that the doctrine in the 
Barksdale case was applicable “only in the absence of laches, waiver, or 
estoppel on the part of the original vendor.” [34 Ala.App. 614, 42 So.2d 
267.] The opinion cited five Alabama cases as well as Williston on Sales, 
Sec. 316 and 46 Am.Jur., Sales, Sec. 463. 


Thus there seems to be no substantial difference between the Ala- 
bama rule, based on its statutes and court decisions, supra, and the 
rule in this State, as shown by the citations, supra, and the rule in 78 
CJS., Sales, § 595, subd. c, pp. 342-343, as follows: “Authority either 
express or implied given by the seller to the buyer to resell the property 
operates as an estoppel to claim title or as a waiver of reservation of 
title to the goods sold as against bona fide purchasers of the property, 
since the sale by the original buyer is the precise object to be accom- 
plished under the agreement.” 
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Plunkett delivered physical possession of the automobile to Hobson, 
knowing that he was a dealer, and gave him a bill of sale, which expressly 
stated that the automobile was bought for resale. Instead of demand- 
ing cash, or its equivalent, before delivery, he took instead a draft, well 
knowing that it would have to be subsequently presented and accepted 
before cash could be realized, and also well knowing that payment could 
be refused. He could have prevented the chain of events which he 
thereby set in motion; and, as against another innocent party, he must 
suffer the consequences of his ill-advised act and trust. In 46 Am. Jur., 
Sales, Sec. 447, p. 613, it is said: “But since the intention of the parties 
controls, if it is apparent that the seller intended to extend credit to 
the purchaser, as, for example, by delivering possession of the property 
and accepting a bill or check payable at a future date, title passes.” 


But the appellees contend that the above rule does not extend to en- 
cumbrancers. However, this Court is on record to the contrary. In 
Citizens Savings & Investment Co. v. Hunt’s Garage, 128 Miss. 535, 91 
So. 133, 134, the Garage gave McKenzie the exclusive right to sell Prem- 
ier cars in a certain area, and delivered to him two automobiles which 
were placed in his salesroom in Meridian. The Garage knew that the 
cars had been purchased for resale. For the purchase price, McKenzie 
executed his two notes in which the title and ownership of the cars was 
retained in the Garage until fully paid for. One of the cars was sold. 
McKenzie went through the motions of selling the other car to himself, 
executing a series of notes to himself with retention of title until fully 
paid, executing and delivering to himself a conditional sales agreement 
of like effect, and transferring the notes and sales contract to the Citizens 
Savings & Investment Company. He then went to New Orleans and 
delivered these documents to the assignee, and it gave its check in pay- 
ment for the discount value thereof. He did not tell the Investment 
Company that the Garage had a claim against, or lien on, the car or 
that he had encumbered the car for any sum. This Court held that: 
“By selling the automobile to McKenzie for the purpose of being placed 
in his sales room for resale, the appellee clothed McKenzie with the 
apparent ownership of the automobile and is estopped to deny that he 
was the owner thereof in fact against subsequent bona fide purchasers 
and incumbrances for value.” Columbus Buggy Co. v. Turley, supra, 
and Parry Mfg. Co. v. Lowenberg, supra, were cited. Thus the Court 
held that the lien of the Investment Company was superior to that of 
the Garage. 


There was no proof that the appellant had any actual knowledge of 
an outstanding indebtedness against the car, or that there was a lack of 
good faith. On the contrary, the three essential elements of a bona fide 
purchase were present, namely, a valuable consideration, the absence of 
notice, and the presence of good faith. Mayes v. Thompson, 128 Miss. 
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561, 91 So. 275; 2 Pom.Eq., 4th Ed., 745. It is common knowledge that 
a large majority of automobile owners purchase their cars by encumber- 
ing them for the deferred payments. This is likewise true as to dealers 
in procuring their merchandise. When the same elements, which are 
necessary to constitute a bona fide purchase of an automobile, are pres- 
ent at the time of placing an encumbrance on it, there is no good reason 
to make a distinction between the rights of such purchaser and an en- 
cumbrancer, or to give the former a higher right than the latter. In 
the first instance, title passes direct, whereas in the second instance, 
it passes to a trustee, or is placed in trust to await the outcome of the 
contingency. 

But the appellees also say that the loan was made because of the 
line of credit which Lowe Motor Company had established. The very 
facts wholly negative that contention. Appellant took a trust receipt. 
If it had been depending on the credit rating, there would have been no 
occasion for the trust receipt—a mere note would have sufficed. The 
business relations between the borrower and the lender had been satis- 
factory. By reason of such relations, the appellant had no occasion to 
doubt a provision of the trust receipt that it was obtaining a valid first 
lien. Moreover, Hobson did not notify it that he had not paid for the 
automobiles. Consequently this contention must be rejected. 

In view of what has already been said, there is no necessity to con- 
sider the question of whether the bill of sale should have been recorded 
in this State. Where a conditional bill of sale constitutes a lien under 
Alabama law, it must be recorded in this State under Sec. 870, Code of 
1942. See Patterson v. Universal Credit Corporation, 204 Miss. 268, 37 
So.2d 306, construing General Motors Acceptance Corporation v. Crump- 
ton, 220 Ala. 297, 124 So. 870, 65 A.L.R. 1313. When the appellees de- 
livered their automobiles to Hobson, they placed themselves in an almost 
impossible situation insofar as preserving or effectuating their liens 
against a speedy disposition of the vehicles. Obviously the office of the 
Chancery Clerk of Jones County at Laurel was the proper place for 
recordation. But, if by some unusual method, this could have been 
done prior to the delivery of the automobiles at Laurel, still no construc- 
tive notice would have thereby been given to the appellant, because the 
encumbrance was made at Meridian, in Lauderdale County, prior to their 
delivery on the yard of Lowe Motor Copany in Laurel. 

Due consideration has been given to all questions which have been 
raised. In view of what has been said above, it follows that the judg- 
ment of the lower court must be reversed and a judgment must be en- 
tered here for the appellant. 


Reversed and judgment here for the appellant. 
McGEHEE, C. J., and ROBERDS, HALL, ARRINGTON, ETH- 
RIDGE and GILLESPIE, JJ., concur. 
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Curb Teller Obstructing Sidewalk 
Ordered Removed 


Occasionally bankers find themselves faced with physical 
problems concerning their bank buildings rather than the 
usual day-to-day commercial problems. A bank in Arkansas 
has come up against such a problem and has had to have the 
matter litigated. The bank, believing it could render more 
service to its customers, built what is called a curb teller on 
the sidewalk in front of its regular building. This curb teller, 
a small rectangular building, was placed close to the curb to 
permit servicing of automobile passengers on one side and 
pedestrians on the other. It was connected to the main building 
only by a roof and occupied seven feet of a twelve-foot-wide 
sidewalk. 

Store owners on one side of the bank complained that their 
business had been damaged by the erection of the teller be- 
cause pedestrians preferred not to walk through the five foot 
tunnel formed by the teller and the bank building. They 
brought suit for damages suffered during the construction of 
the teller and for an order requiring its removal. The lower 
court awarded the damages but refused to order the removal 
because it believed the store owners had not proved special 
injuries not suffered by the public in general. The appellate 
court disagreed on the second finding and ordered the bank 
to remove the teller. It stated the law to be that a city holds 
streets and sidewalks as a trustee and cannot divert them perm- 
manently to a private use. It can, however, grant permission 
for a private organization to use a sidewalk and reserve the 
right to withdraw such permission if the private use interfere’s 
with the public use of the thoroughfare. In addition, the en- 
croachment upon the city sidewalks may be abated by any- 
one suffering special damages not suffered by the public at 
large. 


In this case the upper court pointed out the evidence was 
preponderately in favor of the store owners where they showed 
that pedestrian traffic had declined, real estate values had been 
adversely affected, volume of sales,had decreased and that one 
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property owner had lost a tenant and was in danger of losing 
another. Adams v. Merchants & Planters Bank & Trust Com- 
pany, Supreme Court of Arkansas, 288 S.W.2d 35. The opin- 
ion of the court is as follows: 


SMITH,J.—In 1954 the appellee, with the approval of the city 
council, erected a permanent structure, called a curb teller, on the side- 
walk in front of its bank building in Arkadelphia. Suits to require the 
removal of this structure were brought by Mrs. J. J. Adams, who owns 
three buildings fronting on Main Street just east of the bank, and by 
Mr. and Mrs. Bryan Allen, who rent from Mrs. Adams the store building 
next door to the bank. The cases were consolidated for trial. The 
chancellor awarded the Allens a judgment for $500 as damages suffered 
by them during the construction of the curb teller, but in other respects 
the complaints were dismissed upon the ground that the plaintiffs had 
failed to prove special injuries not suffered by the public in general. 
Both the plaintiffs and the defendant have appealed. 

The original sidewalk in the block in question is almost twelve feet 
wide. The teller is a rectangular concrete building that extends along 
the curbing for ten feet and that is about seven feet in width, leaving 
a five-foot passageway for pedestrians. This passageway is covered by a 
roof connecting the teller with the main bank building. During business 
hours the structure is occupied by a bank employee, who does business 
with motorists by means of a window at the curbing and with pedes- 
trians by means of a window at the end of the curb teller. 

It is conceded that the governing law has long been settled. The 
city holds the streets and sidewalks as a trustee and cannot permanently 
divert them to a public or private use foreign to the purpose of the 
original dedication. Nevertheless the city has power to permit an en- 
croachment—temporary in the sense that the city’s permission may be 
withdrawn—which does not necessarily interfere with the public’s use 
of the thoroughfare. Such an encroachment, however, may be abated 
upon complaint by anyone suffering special damages not common to the 
public at large. Arkansas River Packet Co. v. Sorrels, 50 Ark. 466, 8 
S.W. 683; Osceola v. Haynie, 147 Ark. 290, 227 S.W. 407; State ex rel. 
Latta v. Marianna, 183 Ark. 927, 39 S.W.2d 301. The controlling issue 
here is whether the appellants have been peculiarly hurt by the presence 
of the curb teller. 

The evidence on this point preponderates in favor of the plaintiffs. 
Mr. and Mrs. Allen run an automobile supply store in the building they 
rent from Mrs. Adams. Their records show that after the construction 
of the teller was begun in August, 1954, their volume of sales declined as 
compared to the corresponding months of the year before. The Allens 
increased their advertising and began selling television sets in an unsuc- 
cessful effort to improve their sales. They both testify that if the curb 
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teller remains they will be forced to find a new location unless their rent 
is reduced. 

M. C. Elliott, who was formerly Mrs. Adams’ tenant in the store 
next to the Allens, has already moved to a new location. Elliott’s dry 
goods business declined when work began on the teller. He countered 
by expanding his piece-goods department, but that was the only one of 
his five departments that did not show a loss as compared to the pre- 
ceding year. After the curb teller was installed Elliott abandoned nego- 
tiations for a renewal of his lease with Mrs. Adams and moved else- 
where, at an estimated expense of $3,500. There were admittedly other 
factors that influenced his decision, but there is no reason to doubt his 
assertion that the presence of the teller was “a prime reason” for his 
departure. 

It is admitted by all the informal witnesses that the rental value of 
a retail store site is directly related to the volume of pedestrian traffic 
passing by the premises. Both the Allens testify that such traffic has 
fallen off noticeably since the construction of the teller; people prefer 
to walk on the other side of the street. This view is strongly confirmed 
by the photographs in the record. The teller and its roof have reduced 
the sidewalk to what is in substance a tunnel five feet in width. When 
couples coming from opposite directions meet in this narrow lane they 
must pass in single file instead of abreast. The chancellor regarded this 
testimony as conjectural and suggested that a traffic count would be 
needed to prove the exact volume of foot traffic. The trouble is that 
such a count would be useless in the absence of a similar enumeration 
taken before the teller was built. The Allens’ observations were com- 
petent testimony, and they should not be penalized for their failure to 
obtain more precise proof before a cause of action was known to exist. 

We need not detail all the evidence offered by the appellants. Two 
expert witnesses testified that the teller has depreciated the value of Mrs. 
Adams’ property by a fourth; similar witnesses for the defense thought 
the value to be unaffected. There is some slight evidence that the 
teller obstructs the passage of light and air and tends to obscure the 
view of the Allens’ window displays. Another grievance is that street 
space formerly used as a bus stop is now reserved for the bank’s vehicu- 
lar customers. 

The appellee’s proof falls decidedly short of overcoming the persua- 
sive case made by the plaintiffs. The evidence of reduced pedestrian 
traffic is practically uncontradicted. Much of the defendant’s testimony 
is devoted to showing that in 1954 there was a general decline in 
business conditions in Arkadelphia, as the result of a drought and of 
the completion of a large construction project in the vicinity. It is 
doubtless true that depressed business conditions contributed to the 
predicament of Mrs. Adams’ tenants, but the evidence indicates that the 
existence of the curb teller was also a definite factor. 
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By the nature of the case it is impossible either to prove or to disprove 
the extent of the appellants’ damage with mathematical exactness. That, 
however, is not the basic issue; the question is whether the appellants 
have suffered an injury not shared by the general public. It is of course 
not contended that the obstruction of more than half the sidewalk in a 
business district is beneficial to neighboring retailers. In view of the 
proof that the pedestrian traffic has declined, that real estate values have 
been adversely affected, that the volume of sales has decreased, that Mrs. 
Adams has already lost one tenant and risks the loss of another, we 
cannot conscientiously say that the appellants have been no more 
affected than anyone else by the appellee’s use of the public sidewalk for 
private profit. 

On the cross appeal the appellee contends that the proof does not 
support the chancellor’s finding of fact that the Allens were pecuniarily 
damaged by the almost complete obstruction of the sidewalk during the 
months that the teller was being built. We do not think the chancellor’s 
conclusion on this issue of fact to be against the weight of the evidence. 

Reversed on direct appeal and remanded for the entry of a decree 
requiring the removal of the curb teller; affirmed on cross appeal. 





Objecting Bank Has No Right to Judicial 
Review of Banking Board’s Ruling 


A Missouri case illustrates that it is not always possible to 
get judicial review of a decision rendered by a duly constituted 
banking board or commission. Various individuals applied to 
the Missouri Commissioner of Finance for a charter for a new 
bank. When the application was denied, the proposed incor- 
porators appealed to the Board of Appeals which permitted 
both the established local bank and the Commissioner of Fi- 
nance to appear and testify in opposition to the application. 
The Board decided in favor of the proposed incorporators. The 
Commissioner and the bank then tried to get a rehearing but 
were overruled. They then filed suit in a local court for review 
of the Board’s determination and the proposed incorporators 
were permitted to intervene. They insisted the Commissioner 


NOTE—For similar decisions see B. L. J. Digest (Fifth Editwon) §119. 
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and the bank had no right to have the court review the Board’s 
decision and the court agreed. The Commissioner was satisfied 
with this ruling but the bank took it one step further and ap- 
pealed the lower court ruling to the state supreme court which 
held that by precedent of an earlier decision, the courts had no 
power to review the ruling of the Banking Board of Appeals. 
State ex rel. Belle-Bland Bank v. Donnelly, Supreme Court 
of Missouri, 287 S.W.2d 872. The opinion of the court is as 
follows: 


STORCKMAN, J.—This is an appeal from a judgment of the 
Circuit Court of Cole County quashing and dismissing a writ of 
certiorari or review which had been issued to review an order of the 
board of bank appeals granting a bank charter pursuant to the provisions 
of Chapter 362 RSMo 1949, V.A.M.S. 


On August 3, 1953, H. H. Johnson, Charles W. Cantley, Harry Travis, 
Boley Jones, Clyde Hardy and other citizens of Belle, Missouri, filed 
with the Commissioner of Finance an application for a charter for a 
bank to be located at Belle, Missouri, and to be known as the Belle 
State Bank. The Commissioner denied the application on March 8, 
1954, and the proposed incorporators on March 8, 1954, appealed 
to the Board of Appeals constituted as provided by Section 362.045 
RSMo 1949, V.A.M.S. At the hearing before the Board on March 26, 
1954, the Belle-Bland Bank, a corporation, the appellant herein, was 
permitted to appear by counsel and participate in the hearing. The 
transcript of this hearing shows that the appellant cross-examined 
witnesses for the proponents and introduced evidence in opposition to 
granting the charter. The Commissioner of Finance also appeared and 
testified in opposition to the charter. On June 10, 1954, the Board of 
Appeals decided the issues in favor of the proposed incorporators and 
ordered the Commissioner to grant the bank a certificate of incorpora- 
tion. On June 18, 1954, the Commissioner and the Belle-Bland Bank 
filed with the Board a motion for rehearing which was overruled on 
July 2, 1954. 

The Commissioner of Finance and the Belle-Bland Bank on July 
27, 1954, filed in the Circuit Court of Cole County an application for 
a writ of certiorari and review for the purpose of having the order of 
the Board of Appeals reviewed. The application was granted and the 
writ was issued on the same day. The respondent members of the 
Board filed their return on August 19, 1954. 

The proposed incorporators were permitted to intervene in the 
matter before the Circuit Court of Cole County and on March 8, 1955, 
they filed their Amended Motion to Dismiss Relators’ Application for 
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Review and to Quash the Writ of Certiorari or Review. The motion, 
among other grounds, alleged that the Commissioner and the Belle- 
Bland Bank were not proper parties to the proceeding and had no legal 
standing to apply for and receive a writ of certiorari and review. 
Intervenors’ motion was heard on March 8, 1955, and sustained. 
Judgment was rendered dismissing relators’ application for review and 
quashing and dismissing the writ of review. Realtors duly filed their 
motion to set aside the court’s order and for a new trial which motion 
was overruled on April 11, 1955. The Belle-Bland Bank alone took 
this appeal. 

The recent case of State of Missouri ex rel. Rouveyrol v. Donnelly, 
Mo., 285 S.W. 2d 669, is decisive of this appeal. Under the holding 
in that case the Belle-Bland Bank and the Commissioner of Finance 
had no right to have reviewed the order of the Board of Appeals. The 
trial court properly sustained the intervenors’ motion and its judgment 
quashing and dismissing the writ of review should be affirmed. It is so 
ordered. 

All concur. 


Attempt by Bank to Guard Against Tax Liens on Life 
Insurance Policies 


Sections 6321-6326 of the 1954 Internal Revenue Code, which 
give the Government the right to obtain and file a tax lien for 
unpaid Federal taxes against any of the real and personal property 
of the debtor taxpayer, has caused one bank active in the field 
of solicitation of life insurance loans to revise its assignment of 
life insurance forms in an effort to decrease the risk to the bank in 
lending money on a policy against which a tax lien might exist. 
The Government must, of course, record its lien in the appropriate 
place designated by statute in order to give it superiority and 
priority over a subsequent assignment of an insurance policy to 
the lending bank. But having done so, the Government need not 
give the insurance company notice of the lien and, moreover, need 
not show on the record payments made by the taxpayer in reduction 
of the amount of lien. It is, therefore, often difficult for the lend- 
ing bank to ascertain whether or not a lien exists, and, if it does, 
the present amount of such lien. Accordingly, the above mentioned 
bank has added to its old assignment form a new paragraph by 
which both the insured and his beneficiary warrant that there 
exists no assessment or lien against the assignors, or against the 
policy assigned, for federal or state taxes. Such a warranty at least 
gives the bank a “no-lien” statement over the signatures of the 
insured and beneficiary. 








COMMERCIAL CREDIT 
LAW LETTER 


By Tuor W. Kouzz, Jr., Member New York Bar 


Letter from the Editor concerning recent court decisions, 
statutes and opinions in the field of trust receipts, conditional 
sales, chattel mortgages and other secured transactions. 





On April 16, 1956, the New 
York State Legislature add- 
ed to its Consolidated Laws, 
a new act entitled the Motor 
Vehicle Retail Instalment 
Sales Act. Reviewing this 
new statute will give bank- 
ers and financial executives 
an excellent opportunity to 
view the thinking of legis- 
lators who must address 
themselves to the ever in- 
creasing number of legal 
problems resulting from the 
instalment sales of auto- 
mobiles. In order to ac= 
quaint our readers with this 
statute some of its sections 
are set forth below. This is 
followed by two cases con- 
cerning similiar statutes 
in Pennsylvania and Cali- 
fornia. 


EXCERPTS—-NEW YORK VEHICLE 
RETAIL INSTALMENT SALES ACT 


Sec. 302(2). The printed 
portion of the contract 
shall be in at least eight 
point type. The contract 
shall contain printed or 
written ina size equal to at 
least ten point bold type: 

(a) Both at the top of 


the contract and directly 
above the space reserved for 
the signature of the buyer, 
the words "RETAIL INSTAL- 
MENT CONTRACT® ; 

(b) Aspecific statement 
that liability insurance 
coverage for bodily injury 
and property damage caused 
to others is not included, 
if that is the case; and 

(ec) The following no- 
tice: "NOTICE TO THE BUYER: 
1. Do not sign this contract 
before you read it or if it 
contains any blank space. 
2. You are entitled to a 
completely filled in copy 
of this contract when you 
Sign it. 3. Under the law, 
you have the following 
rights, among others: (a) 
To pay off in advance the 
full amount due and to ob=- 
tain a partial refund of the 
credit service charge; (b) 
To redeem the property if 
repossessed for a default; 
(c) To require, under cer- 
tain conditions, a resale of 


the property if repos- 
sessed." 
Sec. 302(4), (5). 4. The 


contract shall contain the 
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names of the seller, the 
buyer, the place of busi- 
ness of the seller, the 
residence or place of busi- 
ness of the buyer as speci- 
fied by the buyer and a 
description of the motor 
vehicle including its make, 
year model, model and 
identification numbers or 
marks. 

5. The contract shall con- 
tain the following items: 

(1) The cash sale price 
of the motor vehicle which 
is the subject matter of the 
retail instalment sale; 

(2) The amount of the 
buyer's down payment, item- 
izing the amounts paid in 
money and in goods and con=- 
taining a brief description 
of the goods, if any, 
traded-in}; 

(3) The difference be- 
tween items one and two; 

(4) The amount, if any, 
included for insurance and 
other benefits, specifying 
the coverages and benefits}; 

(5) The amount of offi- 
cial fees, as defined in 
section three hundred one; 

(6) The principal bal- 
ance, which is the sum of 
items three, four and five}; 

(7) The amount of the 
credit service charge; 

(8) The time balance, 
which is the sum of items 
six and seven, payable in 
instalments by the buyer to 
the seller, the number of 
instalments required, the 
amount of each instalment 
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expressed in dollars and the 
due date or period thereof: 

(9) The time sale price. 

The items need not be 
stated in the sequence or 
order set forth above ; addi- 
tional items may be in- 
cluded to explain the calcu- 
lations involved in deter- 
mining the stated time 
balance to be paid by the 
buyer. 

Among other provisions 
of the New York Act are 
those which deal with the 
following subjects: deliv- 
ering sale contract to 
buyer, insurance rates, at- 
torney's fees, delinquency 
and collection charges, 
blank spaces in ae sale 
contract, separation and 
negotiation of notes, con- 
fession of judgment, re- 
possession, credit service 
charges, cancellation, an- 
ticipation of contract pay- 
ments and refinancing. The 
penalty for "wilfully and 
intentionally" violating 
the provisions of this Act 
is a fine not exceeding 
$500. New York Laws 1956, 
Article 9, Chapter 41, 
effective October 1, 1956. 


* * * 


CONFESSION OF JUDGMENT-— 
MOTOR VEHICLE FINANCING ACT 


Section 14 of the Pennsyl- 
vania Motor Vehicle Financ- 
ing Act provides that an 
instalment sale contract 
for a car must contain the 
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cash price, down payment, 
trade-in value, if any, cash 
balance, insurance costs, 
finance charges, amount and 
time of instalments, and 
various other items. In a 
recent case where an instal- 
ment contract was found to 
be governed by this statute 
the court ruled that a 
confession of judgment on 
the contract was void since 
the contract contained only 
the cash price and the 
amount and the time of pay- 
ment. The spaces for the 
other information required 
by law were left blank. 

It is of interest to note 
two things about this case. 
First, the court on its 
own initiative invoked the 
Motor Vehicle Financing Act 
as a basis for striking down 
the confession of judgment. 
This is an indication of 
the strict attitude of the 
courts in interpreting in- 
Stalment sale contracts. 
Second, it should be 
noted that Section 302(14) 
of the abovementioned New 
York Act specifically makes 
a confession of judgment 
on a vehicle instalment 
Sale contract unenforce- 
able. Roxy Auto Company v. 
Moore, Superior Court of 
Pennsylvania, 122 A.2d 87. 


* * * 


DELIVERY OF SALE CONTRACT 


Another example of the 
operation of a motor vehicle 
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Sales act is found in a 
recent California case. The 
purchaser of a car under a 
conditional sale contract 
brought suit to recover the 
purchase price of the car. 
The court permitted such 
recovery on the ground that 
there had been a violation 
of the statute when the 
seller failed to deliver a 
copy of the sale contract 
to the purchaser. 

In this respect the New 
York statute corresponds 
in part to the one cited in 
the California case. Sec- 
tion 302(3) of the New 
York Act provides thats 
"The seller shall deliver 
to the buyer, or mail to him 
at his address shown on the 
contract, a copy of the 
contract, signed by the 
seller. Until the seller 
does so, a buyer who has not 
received delivery of the 
motor vehicle shall have an 
unconditional right to can- 
cel the contract and to 
receive immediate refund of 
all payments made .. ."* 
Williams v. Caruso Enter- 
prises, Inc., California 
Superior Court, Appellate 
Department, March 27, 1956. 


* * * 


CHATTEL MORTGAGE—AUTHORITY 
OF CORPORATE OFFICERS 


It cannot be said too 
often that persons respon=- 
sible for overseeing the 
formalities of executing 
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documents in the field of 
secured credit transactions 
must be aware of the many 
possible pitfalls that may 
occur. In this respect when 
dealing with a _ proposed 
corporate mortgagor, it is 
essential to make certain 
the officers of the cor=- 
poration who will sign the 
documents have the proper 
authority to do soe A case 
decided by the highest 
court in Massachusetts re=- 
cently indicates what can 
happen if such officers are 
not properly authorized to 
mortgage the company's as-= 
sets. It was decided by the 


court that the claim of a 
mortgagee against the mort- 
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(Abramowitz v. Bank of America, 281 
P.2d 380) Hastings Law Journal 7:322 May, 1956. 


After-acquired Property Clause in Mortgage is Valid (U.S. v. 
Westmorland, 134 F.Supp. 898) Rocky Mountain Law Review 


Adverse Claims Under the Uniform Commercial Code: a Sur- 
vey and Proposals. Yale Law Journal, 65:807 May, 1956. 
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gagor's trustee in bank- 
ruptcy had to be denied be- 
cause neither the company 
president nor the treasurer 
both of whom signed the 
mortgage had authority to 
bind the company on a chat- 
tel mortgage. Likewise, 
neither of these officers 
had what could be construed 
as implied authority to do 
this and there was no evid- 
ence presented to show that 
the directors of the com- 
pany had knowledge of or ac- 
quiesced in the execution 
of this mortgage on a good 
portion of the company as- 
Sets. Kagan v. Levenson, 
Massachusetts Supreme Judi- 
cial Court, May 4, 1956. 
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BANKING LEGISLATIVE 


TRENDS IN THE STATES 





New legislative and regulatory developments affecting small loan 
and finance companies, credit insurance, banking and related fields, as 
reporied from state capitals and municipalities throughout the country, 
include the following: 

Petitions were filed in Arkansas to place on the November ballot 
an initiated state constitutional amendment to permit the state legisla- 
ture to set interest rates on certain types of installment and other 
contracts in excess of the present 10 per cent ceiling. 

Sponsors of the proposal filed with Arkansas Secretary of State C. G. 
Hall petitions from 70 counties which they said contained 38,228 signa- 
tures, or nearly 5,000 more than the minimum required to win a ballot 
spot. The petitions were filed shortly before the deadline for such 
action. 

Spokesmen for the Arkansas Committee for Consumer Credit, which 
is sponsoring the proposal, say the amendment would permit the state 
legislature to “license and regulate credit agencies to protect the public” 
along lines followed in most other states. 

The proposed amendment reads: “All contracts for an unlawful 
rate of interest shall be void as to principal and interest. The maximum 
lawful rate of interest, except when the General Assembly shall other- 
wise provide, shall be 10 percentum per annum. When no rate of 
interest is agreed upon the rate shall be 6 percentum per annum.” 

Arkansas can’t compete for consumer credit without such a change, 
its sponsors declare, because the present maximum interest rate of 10 
per cent, as fixed in the state constitution, deprives farmers and families 
without collateral of their chance to get emergency loans and buy on 
installment plans. 

Few small loans are made now in the state, the sponsors of the 
measure explain, because it costs just as much to process a $200 loan 
as one for $2,000. 

Several major sales finance firms withdrew from Arkansas after 
the State Supreme Court four years ago ruled that certain service and 
expense fees, which when combined with interest amounted to more 
than the 10 per cent specified in the state constitution, were usurious. 

Among developments in other states, West Virginia State Banking 
Commissioner Nell W. Walker has made an investigation into the 
practices of small loan companies in buying installment payments notes 
from automobile and appliance dealers. She wants to determine 
whether such practices are contrary to state law. 


681 





682 THE BANKING LAW JOURNAL 


It was brought out in connection with the investigation that fewer 
than half the 179 small loan firms operating in West Virginia buy such 
installment payment notes. Their main business is small loans, legally 
defined in the state as $300 or less. West Virginia law permits them 
to charge 3% per cent per month interest up to $150 and 2% per cent 
on the second $150. 

Although under state law any amount larger than $300 can be lent 
at no more than 6 per cent interest, the law doesn’t treat finance charges 
as interest. 

Mrs. Walker is concerned with the installment note purchase activi- 
ties of small loan companies because they are accountable to her depart- 
ment. On the other hand, discount companies, which specialize in 
purchasing such notes or contracts, have no such supervision. 

A state attorney general’s opinion held that under certain circum- 
stances it’s legal for a small loan company to purchase an installment 
payment note from a dealer. 

Assistant State Attorney General Angus Peyton, who has assisted 
Mrs. Walker in the inquiry, explained that “what Mrs. Walker has to 
decide is whether small loan companies are, in effect, lending money 
to the consumer, and not merely discounting the notes.” 

“If that’s the case,” he said, “then the dealer is acting as an agent 
for the small loan company and not independently.” 

The investigation found that small loan companies, besides buying 
notes from dealers, have: Supplied dealers with rate schedules, showing 
the amounts for monthly payments; given credit ratings for prospective 
automobile or appliance customers; and quoted insurance rates to 
dealers. 

“We have found some firms paying dealers a 2 per cent ‘dealer 
participation’ fee, or kickback,” Peyton said. “Others have been 
soliciting and filling out applications for insurance without having a 
licensed agent in the office. 

“One firm even had a sign in its lobby advertising a vacuum cleaner 
and giving the name of the store where it could be bought on time.” 

Approximately 40 representatives of small loan firms attended an 
open hearing held in Charleston in June as part of the investigation. 

Indications were brought out at the hearing that small loan firms 
were converting installment payment notes to small loans. For instance, 
a customer owing $150 in payments might ask, or be offered, a small 
loan of $250—sufficient to pay off the installment note and give him $100 
in his pocket. The indirect result, of course, would be an even higher 
price for his installment purchase. 

Waiting for further advice from the state attorney general’s office, 
Mrs. Walker has not yet taken any action as a result of her investigation. 

Peyton said she can: Stop such discounting among small loan com- 
panies, if the inquiry shows it to be illegal; authorize the discounting 
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business as it is carried on at present; or, authorize the business subject 
to regulations she would promulgate. 

New York’s State Court of Appeals recently reaffirmed the position 
that banks have the sole right of discounting loans made on promissory 
notes in that state. 

In a majority decision, to which two judges dissented, the high 
tribunal upheld a lower court’s finding that a corporation discounting 
an individual’s note couldn’t collect because only a bank can discount a 
note. 

The court held that according to Section 131 of the state banking law 
that spells out the bank’s right, a note discounted by any other 
corporation is void. 

The ruling was given in a case involving a three-way dispute between 
Isidore Miller, who had endorsed five notes of $3,000 each with Philip 
Freeman for the Philip Freeman Co., Inc.; Discount Factors, Inc., of 
New York, which had discounted the notes, and David Lippel, who later 
acquired two of the notes and tried to collect from Miller and Freeman. 

The opinion was viewed by some as affecting large amounts of so- 
called “grey-market” lending usually among dealers and manufacturers 
in New York City’s garment and toy districts. The financing is done 
on the basis of orders rather than accounts receivable which is the 
way it is handled by old-line factoring companies. 

Because of the greater risk involved lenders charge 6 per cent interest 
on promissory notes and deduct “bonus charges” as discount. The 
court found that the total charge in the case before it was equivalent 
to 24 per cent per year. 

The court ruled that discount was practiced since it is “a charge 
for a loan in advance, whether called interest, compensation or pre- 
mium.” Calling the charge “bonus” did not circumvent this prohibition, 
the court said. 

Further ruling that the case was not altered because only part of 
the charge was discounted, the court said the law “plainly forbid all 
discounts.” 

The court said corporations can make loans and purchase and 
acquire notes under Section 18 of the Stock Corporation Law but this 
does not give them the right “to discount negotiable paper.” 

Nebraska laws governing cash reserves banks are required to keep 
were clarified by the state attorney general’s office in an opinion re- 
quested by State Banking Director J. F. McLain. 

The opinion held that deposits for which certificates are issued, pay- 
able by the bank at some future date, fall within the same category as 
checking account deposits. 

Nebraska law says commercial banks in cities of more than 25,000 
population shall carry a 20 per cent reserve, while banks in smaller 
cities need carry only 15 per cent reserves. 
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Although the law, in an exception, sets a 5 per cent reserve on 
savings deposits, certificates of deposits would not come under that 
classification, the opinion held. 


GEORGIA: State Industrial Loan Commission’s advisory board 
has recommended that the Georgia legislature make a thorough inves- 
tigation of automobile sales financing with a view toward possible correc- 
tive legislation. 

Board Chairman Lee Carter said 90 to 95 per cent of the loan com- 
plaints made to Commissioner Zack Cravey concern automobile 
financing. 

Pointing out that such loans are not now covered by Georgia Law, 
Carter said the board felt that the complaints were entitled to be heard. 

He cited one such complaint in which a person reported she pur- 
chased a car for $447 and then found she was indebted to the selling 
company for more than $800 because of added recording fees, insurance 
and interest. 

In another development, the State Supreme Court ruled that 
Georgia’s usury laws apply to federal savings and loan associations 
doing business in the state. 

The opinion was handed down in a case in which Norwood Realty 
Co., Inc., brought suit against the First Federal Savings and Loan 
Association of Atlanta in October, 1955, in Fulton County Superior 
Court charging usury on a loan on the realty firm’s Drew Valley sub- 
division project. 

After Superior Court Judge George Whitman Sr. overruled a 
demurrer by First Federal, the latter took the case to the State Supreme 
Court on a bill of exceptions. 

The high court held that, according to Norwood’s amended petition, 
the realty company has a cause of action against First Federal. This 
meant the case could be taken back to the lower court for trial. An 
estimated $250,000 in interest and charges is involved if usury can be 
proved. 

In its decision, the State Supreme Court also cited previous rulings 
that service charges for which no service is given constitutes interest and 
the total may not exceed 8 per cent. 

The litigation stemmed from foreclosure proceedings brought by 
First Federal against the Drew Valley development. 


MASSACHUSETTS: A bill to create a five-member board to fix 
interest rates on small loans up to $1,500 was passed by the Massa- 
chusetts House of Representatives and sent to the State Senate after 
being amended to set a maximum interest rate of 2 per cent a month. 

The proposed new regulatory agency would be composed of the state 
bank commissioner, the tax commissioner, the state treasurer and two 
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gubernatorial appointees, one of whom would be a representative of 
organized labor. 

Amendment of the bill with the 2 per cent provision was regarded 
as nullifying its original intent which was to remove the interest-setting 
power from politics and the state legislature. As a result, observers 
saw it as meaning the end of any change in the present small loans law 
for at least another year. 

Last year a proposed new state small loans law died between the 
legislative branches when the Massachusetts House disagreed with the 
State Senate on the form of such legislation. 

Existing Massachusetts law covers small loans up to $300 and 
limits interest to 2 per cent a month or a maximum of 12 per cent 
per year. 

Also passed by the Massachusetts House and sent to the State 
Senate was a proposed usury law. It was first amended to exclude loans 
covered by a first mortgage. Massachusetts now is one of the few 
states without a usury law. 

In another Massachusetts development, State Insurance Commis- 
sioner Joseph A. Humphreys recessed a mid-July hearing on alleged 
abuses in the financed automobile insurance business to a later date, 
probably some time in September, at which time specific proposals 
for more stringent regulation will be taken up. 

Humphreys told the initial hearing that in the last few months alone 
more than $200,000 in overcharges on auto insurance premiums have 
been returned to motorists “accidently or intentionally” misclassified. 
Alleged abuses were described in detail by one of his deputies, Thomas 
J. Kelleher, who has been investigating the matter for a year. 

The hearing was attended by more than 200 persons, mostly insur- 
ance men, bankers and observers for large automobile finance interests. 

William C. Field, president of the Insurance Brokers Association of 
Massachusetts, urged that master policies on financed automobiles be 
outlawed. 

Robert G. Dowling, president of the Massachusetts Association of 
Insurance Agents, proposed new regulations to give automobile buyers 
complete freedom from coercion or deception. 

A spokesman for small finance firms called for legislation of pay- 
ments to dealers and finance companies on insurance and warned that 
too-stringent regulation would drive all the business to big finance 
companies and their “captive insurance companies.” The latter were 
represented at the hearing, but did not express their views. 

Humphreys, in opening the hearing, declared that the majority of 
companies writing financed automobile insurance in Massachusetts 
render a distinct public service. But a minority, he added, have been 
guilty of “overcharges, direct or indirect coercion and misrepresentation.” 

“A long investigation into the practices of the financed automobile 
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insurance field by personnel of the Massachusetts Insurance Depart- 
ment,” he said, “has uncovered serious defects which we feel that, unless 
quickly arrested, can lead to the failure of state regulation. 

“While there are many minor defects, it appears the major faults 
can be listed under heading as follows: 

“1—A willingness on the part of some licensed person to take their 
chances with the rebating law in order to gain or hold volume accounts 
acquired by certain banks or finance companies. 

“2A failure in many instances on the part of licensed companies, 
agents and personnel, to exercise control over important details of in- 
surance transactions by relinquishing responsibility to unlicensed cor- 
porations or individuals for the performance of vital, or almost all, 
underwriting functions. 

“3—The offering, in conjunction with car sales by persons not having 
qualified as licensed brokers or agents, to obtain automobile physical 
damage insurance, packaged credit life, accident and other coverages, 
for the purchaser despite the fact rigid qualifications and license fees 
are required of brokers and agents who sell the same coverage. 

“4-—The use of ‘double interest’ or master policies in connection with 
automobile coverages for which there does not appear to be any 
authority under our statutes.” 

Possible actions by his department were indicated by Humphreys 
through the following questions: 

“(a) Should the so-called De-Celles order of 1938, concerning auto- 
mobile physical damage writings in Massachusetts, be amended or 
rescinded? 

“(b) Should a stamping office be established in Massachusetts for 
the purpose of preventing future misclassifications or other underwriting 
breakdowns which could lead to overcharges or loss of protection on the 
part of the public? 

“(c) Should new rules or legislation be adopted or recommended 
to tighten loopholes in our rating laws whereby no supervision was 
contemplated at the time these laws were enacted? 

“(d) Should the rebating laws or surplus line laws be amended? 

“(e) How can the problem of insurance offerings or solicitations 
by automobile dealers be met so as to not inconvenience the general 
public, yet satisfy the demands of our laws? 

“(f) Should a new standard individual automobile physical damage 
policy form be adopted for general use?” 


MICHIGAN: An investigation of automobile sales financing in 
the state is being continued by a special interim committee of the 
Michigan House of Representatives. 

In commenting on the progress of the committee, its chairman, Rep. 
Willard I. Bowerman, Jr., Lansing Republican, said: 





THE BANKING LAW JOURNAL 687 


“Some exceedingly interesting and pertinent testimony already has 
been put into the record on the auto financing industry but much spade 
work remains to be done before we will be able to recommend intelli- 
gently any legislation that might correct inequities in the present law. 

“Testimony already presented has shown a complex organizational 
network that often finds one holding company providing auto financing, 
small loans, insurance and banking services. 

“Quite often it is exceedingly difficult to determine where one 
operation of the company begins and the other ends.” 

Bowerman said his committee was interested in further exploring 
the system of kickbacks or dealer reserve by which automobile dealers 
are “buttered off” by finance companies in return for financing business. 

“Some auto dealers, who operate on big volume,” he said, “can 
actually make a substantial living off kickbacks even though they only 
break even in the sale of their cars.” 

Bowerman emphasized that the committee wants to recommend 
legislation that would not only protect auto buyers but would also 
be fair to auto financing companies “because a healthy finance situation 
in Michigan is healthy for the automobile industry, the employees of 
the automobile industry and the people in general.” 


MONTANA: Probability of new legal action challenging taxation 
of debts secured by chattel mortgage was indicated when Universal 
CIT Credit Corp. paid under protest $7,390.46 of its $11,517.46 Cascade 
County Personal property tax bill. 

In a letter to the county treasurer, Ralph J. Anderson, Helena attor- 
ney for the company, contended that this amount of the levied tax 
against the company is “unlawful and void for reason that tax is com- 
puted on evidence of debt secured by chattel mortgage, which evidences 
of debt are exempt from taxation.” 

The new development follows a pending action brought last year 
by Commercial Credit Corp., which paid $11,335 in taxes under protest. 
It contended debts secured by chattel mortgage were tax exempt. The 
State Board of Equalization ruled that the firm had been overtaxed, 
but final determination of the issue is still pending. 


NEW JERSEY: State Banking Commissioner Charles R. Howell 
has expressed concern over the possibility that banking holding com- 
panies might try to circumvent present banking laws by “indirection.” 

Although noting that New Jersey is relatively free of large-scale 
bank mergers, Howell said he was “concerned by the thought that some 
(banks) might form holding companies to do by indirection things they 
cannot do under present banking statutes.” 

Without elaborating on this, he pointed out that a bill to prohibit 
the formation of banking holding companies had been introduced this 
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year in the New Jersey legislature. The bill was not acted upon before 
the legislature recessed until fall. 

Also declaring that a “reappraisal and liberalization of the state’s 
banking laws would be a healthy thing,” Howell cited a restriction which 
prevents banks from opening branches in towns where a bank or a 
branch bank is already operating. “This could cramp a town,” he said. 
“It doesn’t make sense.” 

The commissioner disclosed his department might consider the 
establishment of banking regions, which would not be confined to county 
or municipal lines, to alleviate this situation. 


NEW YORK: A campaign aimed at lining up public support 
behind their fight to obtain the enactment of state legislation to allow 
savings banks to open more branches has been launched by the Savings 
Banks Association of the State of New York. 

Opposition from commercial bankers heretofore has succeeded in 
blocking proposals for legislation to permit savings banks to open 
branches in suburbs. Under present law they may not open a branch 
office outside the city in which the main office is located. 


OPEN-END MORTGAGES AND INTERVENING 
FEDERAL TAX LIENS 


According to an Internal Revenue Service Bulletin which has 
been reprinted and distributed by the Veterans Administration, 
“An advance of money by a motrgagee under an ‘open-end mort- 
gage’ providing for subsequent loans to a mortgagor secured by 


the original mortgage does not have priority over an intervening 
recorded Federal tax lien.” As a consequence bankers who make 
open-end mortgages must search the record for federal tax liens 


before making second advances under such mortgages. Veterans 
Administration Information Bulletin, IB 2-138, March 1, 1956, 
Revenue Ruling 56-41. 











TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 
estates, descent, distribution and corporate fiduciaries 





Condition Subsequent in Will Interpreted to Impose Trust 





Estate of James; Brindley v. Fowell, Wisconsin Supreme Court, May 1, 1956 


Decedent’s will provided that if her nephew failed to carry out his 
agreement with her that his children would not be raised in a certain 
religious faith he should have only a life interest in one-half her estate 
“and at his death the one-half interest in my property he would have 
received shall go his brother...” A lower court held that the one-half 
of the estate devised to the nephew should be held in trust until the 
conditions imposed by the will had been complied with. On appeal, 
HELD: Decedent had a right to burden a bequest to her nephew with 
the imposed condition, and she clearly intended that the condition 
attached to the gift would defeat it upon failure to perform that 
condition. Hence the rule of law that favors vested interests rather 
than contingent ones cannot be invoked. Conditions subsequent in 
wills are frequently interpreted as imposing a trust instead of fixing 
conditions which would invalidate a bequest for failure to comply 
with them. Because of the substantial amount of personal property in- 
volved, the intention of decedent can best be carried out by means 
of a trust. 


Jurisdictional Power to Enjoin Nonresident Trustee 





Doerr v. Warner, Minnesota Supreme Court, April 6, 1956 


The creator of a trust and the trustee were both residents of Nevada, 
but an action for certain relief was brought in a Minnesota court. Per- 
sonal service was obtained on the trustee, and the suit was removed to 
the federal court. The trustee moved the trust assets to Nevada and 
obtained a Nevada court order assuming jurisdiction of the trust. 
Meanwhile, the federal court remanded the case to the Minnesota court, 
which latter court confirmed the proceedings in the federal court, 
denied the trustee’s motion for dismissal and enjoined the trustee 
from further proceedings in the Nevada court. The Minnesota Supreme 
Court held that since the trust assets had been in Minnesota and the 
trustee, although a nonresident, was personally served there, Minnesota 
acquired jurisdiction of the action despite the fact that an indispensable 
party, the trust creator, had not been joined in the original Minnesota 
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action. The jurisdiction once acquired by Minnesota was a contin- 
uous one and was never terminated, although temporarily stayed or 
interrupted while the case was in the federal court, and the first- 
acquired Minnesota jurisdiction was a bar to acquisition of a conflicting 
jurisdiction in another state. Hence, the Minnesota court could restrain 
the trustee from proceeding in the Nevada court. 


Hostility to Will Not Grounds For Removal of Executors 





Brimmer v. Hartt, Wyoming Supreme Court, April 10, 1956 


Decedent’s widow and some of his children petitioned that the 
executors appointed by decedent’s will be removed. They charged that 
the executors had not fulfilled their statutory duties and that there 
was hostility between them and the executors which would impede 
orderly management of the estate. They asserted further that the 
executors had no right to resist the widow’s dissent from the will 
and that the executors’ personal interests conflicted with their official 
duties. HELD: The non-compliance with statutory duties was insub- 
stantial and not grounds for removal. And the hostility was actually 
hostility by the widow to the terms of the will. When the will was 
admitted to probate it was the executors’ duty to defend and uphold it 
against subsequent attempts to revoke it, and hostility engendered in 
that manner cannot be cause for removal of executors. The only con- 
flicts of interest were those which in the nature of things arise when one 
side wants to invalidiate a will and the other side wants to uphold it. 
A conflict of this sort is not grounds for removal of the executors. 


Instrument as Both Deed and Will 





Carothers v. Estate of Carothers, Mississippi Supreme Court, April 16, 1956 


Decedent’s widow sought to probate an instrument reading: “This 
is to convey to my wife .. . during her lifetime everything I now own 
or possess. Including my life insurance and personal property and real 
estate. At my death for her to do with as she sees fit. I am doing 
this of my own free will and believing I am in my right mind.. .” 
HELD: The instrument is of dual character, but this does not invali- 
date it as a will. The words “This is to convey” do not necessarily 
denote an intention to vest the property at once. Decedent did not 
deliver the instrument to his wife upon execution but retained posses- 
sion. Thus, the word “convey” is not antagonistic to the subsequent 
testamentary character of the instrument. It should be admitted to 
probate. 
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Creditors Claims Against Estate of Other Joint Tenant 





DeForge v. Patrick, Nebraska Supreme Court, May 4, 1956 


Decedent at her death held all her real and personal property in 
joint tenancy with her sister. When the sister died the administratrix 
of decedent’s estate sought to require the executors of the sister’s will to 
pay her an amount sufficient to satisfy decedent’s creditors. HELD: The 
joint tenancy created was not destroyed by the fact that after its 
creation decedent incurred debts. The surviving sister was entitled to 
the entire fee in the joint property free and clear of decedent’s debts. 


Filing Tardy Claim Against Estate 





Estate of Granville; Middleton v. Siebert, Michigan Supreme Court, 
May 14, 1956 


Over three years after the time for filing claims against decedent’s 
estate had elapsed an application for leave to submit a claim was filed 
by the wife of a deceased creditor. She produced a promissory note 
of decedent held by her husband and stated that she had not discovered 
the note until recently despite “prior careful and thorough search.” 
At the trial she testified as to her efforts to find the note, and the 
trial court let her submit the claim. On appeal: HELD: The claim was 
properly allowed. It was the duty of the trial court to determine 
whether the failure to present the claim in proper time was due to the 
wife’s fault or neglect. The trial court had found that the wife’s testi- 
mony was credible and that she was not negligent in presenting her 
claim. Its finding will not be upset. 


Immunity of Reconstruction Finance Corporation From 
Statute of Limitations 





Reconstruction Finance Corporation v. Faulkner, New Hampshire 
Supreme Court, April 27, 1956 


The Reconstruction Finance Corporation petitioned for leave to 
present a claim against decedent’s estate after the time for filing claims 
had expired. HELD: According to well established principle the statute 
of limitations does not run against a federal or state government. The 
same immunity also applies to non-claim statutes. The RFC enjoys 
the same privilege of immunity unless Congress, in creating the Cor- 
poration, manifested a contrary intention. Since the charter of the 
RFC does not contain any express or implied intention to waive im- 
munity from non-claim statutes, the RFC is not bound by the statute 
and may present its claim. 





TRUST and ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 
on trusts, estates and gifts. 







Marital Deduction Disallowed for Terminable Interests 





Estate of Kleinman, Tax Court of the United States, March 15, 1956 


Decedent’s will gave his wife a life interest in certain real estate. The 
residue of decedent’s estate was left in trust, with the trutees authorized 
to disburse in their discretion trust income for the use of all members 
of decedent’s family, including his wife. No provision was made for 
paying the wife any fixed amount of trust income. At the time of de- 
cedent’s death the real estate in which the wife had a life interest yielded 
about $25 per week. The wife expressed dissatisfaction with her bequest, 
and the executors and trustees executed an agreement to pay her $50 
per week for life. Decedent’s estate claimed that by the agreement the 
wife had renounced the will and was taking dower, or, alternatively, 
that the agreement constituted a purchase of her dower rights, and that 
in either event the estate was entitled to a marital deduction. HELD: 
The wife did not renounce the will and she did not sell her dower rights. 
The agreement simply fixed the wife’s income at a weekly rate for life 
under the trust. Her life interests under the will and under the trust 
were both terminable, and hence no marital deduction is allowed for 
either. 


What Portion of Administration Expenses Can Be Deducted 
From an Estate of Community Property? 





Estate of Helis, Tax Court of the United States, April 25, 1956 


Decedent died in Louisiana, leaving a gross estate of over $5,000,000 
as his share of community property. Community debts at his death 
were about $713,000, to be paid out of community property of over $10,- 
000,000 and liquid assets with which to pay them of over $2,000,000. 
Administration of the community estate was therefore unnecessary ex- 
cept to facilitate the payment of state and Federal inheritance and estate 
taxes on decedent’s estate. Decedent’s son, who had managed the com- 
munity property for five years prior to decedent’s death, was named 
executor and continued to manage the property thereafter. During the 
administration, the son paid executor’s commissions, attorneys’ fees and 
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administrative expenses of $616,146 and this amount was approved by 
the probate court. The Commissioner of Internal Revenue contended 
that only one half of this amount should be allowed as a deduction from 
decedent’s gross estate. HELD: The full amount of $616,146 should 
be allowed as a deduction. 


Death of a Partner Does Not Terminate Partnership 





Estate of Ebersbach, United States Court of Appeals, Sixth Circuit, 
February 14, 1956 


A member of a partnership died in August. The partnership fiscal 
year ended September 30th. ‘The partnership agreement provided for 
continuation of the business for five years. Decedent’s executor con- 
tended that the partnership income for the fiscal year ending September 
30th was taxable to decedent’s estate rather than on decedent’s final re- 
turn. HELD: Because the partnership was to continue for five years 
it did not terminate upon decedent’s death, although decedent’s death 
technically dissolved it. Hence, the partnership continued to the end 
of its normal accounting period, and decedent’s distributive share of 
partnership income for such period is taxable to his estate. 


Power to Invade Not Comparable to Power of Appointment 





Matteson v. United States of America, United States District Court, 
N. D. New York, February 29, 1956 


Decedent’s testamentary trust directed payment of the income to 
his wife, for life, remainder to his children, with the right in the wife to 
invade principal if, in her sole discretion, she found the income insufficient 
for her needs. Decedent’s estate contended that the broad power of in- 
vasion in effect created a trust with a power of appointment in the sur- 
viving wife, and as such the trust should qualify for the estate tax mari- 
tal deduction. HELD: No marital deduction allowed. A power of 
invasion is not comparable to a power of appointment, either general or 
limited. Decedent clearly intended to create a life interest with a remain- 
der over to persons of his own choosing. 


Support Allowance Qualifies for Marital Deduction 





Revenue Ruling 56-26, LR.B. 1956-5, p. 10 


Decedent left his entire estate to his wife. The Probate Court au- 
thorized her to receive an allowance for support during settlement of the 
estate. Inasmuch as the widow’s right to the allowance would terminate 
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at her death there was a question whether the allowance, being a ter- 
minable interest, qualified for the estate tax marital deduction. The 
above Ruling notes that terminable interests are not excluded from the 
marital deduction unless (1) interest in the property also passes from 
decedent to someone other than the surviving spouse or her estate and 
(2) by reason of the passing such other person may possess or enjoy 
the property after termination or failure of the interest which passed 
to the surviving spouse. In this case, while the widow’s rights could be 
terminated, any amounts remaining unpaid would become part of her 
residuary estate and, as such, pass to her estate. Accordingly, her allow- 
ance interest qualifies for the marital deduction. 


Valuation of Gift of Survivor’s Share of Community Property 
Bequeathed in Trust 





Siegel v. Commissioner of Internal Revenue, Tax Court of the 
United States, June 29, 1956 


Decedent’s will provided that his wife, in lieu of taking her $584,000 
share in their community property, should receive a bequest of $35,000 
and payments for life from a residuary trust created by the will. The 
residuary trust was to contain almost all the community property. The 
wife elected to take under the will instead of her one-half of the 
community property. The Commissioner of Internal Revenue deter- 
mined that by such election the wife made a gift to her son, the trust 
remainderman, of the remainder interest in her $584,000 share of the 
comiaunity property. HELD: A gift was made to the remainderman 
to une extent that the value of the interest the wife surrendered in her 
share of the community property exceeded the value of the interest 
she acquired under the will. The excess value she surrendered is the 
value of her community one-half of the trust principal, less the life 
estate reserved by her in such trust, reduced by the value of the life 
estate she received in decedent’s community one-half share of the trust, 
plus the $35,000 cash bequest. 


What Is Community Property for Estate Tax Purposes? 





Jacques v. Jarecki, Collector of Internal Revenue, United States District 
Court, N.D. Illinois, May 29, 1956 


Decedent and his wife resided in Texas, a community property state, 
and created a trust with proceeds from the sale of community property. 
On decedent’s death, his wife contended that only half of the trust 
property should be included in decedent’s estate for tax purpose and 
that half of the trust property was her separate estate. She claimed 
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that she always had a vested one-half interest in all community property, 
subject only to decedent’s power of management and control, and that 
a gift of such one-half interest had been made to her by her husband. 
In support of the claim of a gift she contended that the fact the trust 
was created “jointly” indicated there must have been a gift some time 
prior to its execution. HELD: The property transferred to the trust 
was community property, there being no evidence of a completed gift, 
and the entire value thereof is includible in decedent’s estate. That 
the trust was created jointly and that the wife signed it as donor is not 
controlling, since she would naturally join in the execution of the 
instrument to indicate her approval and to waive whatever rights she 
might have to object to the transfer. 


Deductibility of Income Taxes Computed on Joint Return 





Revenue Ruling 56-290, LR.B. 1956-25, p. 63 


A question arose as to the amount of income tax allowable as a 
deduction from a decedent’s gross estate where the decedent’s executor 
and his widow file a joint return for the year in which he died. The 
above Ruling states that where income received by the decedent during 
his lifetime is included in a joint return filed by his wife or the estate 
the decedent’s income tax liability for the period covered by the return 
is considered to be that proportion of the joint tax liability for that 
period which the amount of income tax for which decedent would 
have been liable had he filed a separate return for that period bears to 
the total of the amount for which decedent would have been liable 
and the amount for which the wife would have been liable if both 
spouses had filed separate returns for that period. The deduction 
allowable for the amount remaining unpaid for the period covered by 
the return shall not exceed the lesser of (1) decedent’s liability for the 
period, as computed above, reduced by the amounts already contributed 
by decedent or (2) if there is an agreement between decedent and 
his wife or between the executor and the wife relative to the payment 
of the joint liability, the amount agreed to be contributed by the 
estate. 


Unlimited Power To Invade Principal As Power of Appointment 





Estate of Ellis, Tax Court of the United States, June 26, 1956 


Decedent’s will created a trust of his residuary estate for his wife for 
her life, the remainder to go one-half to his wife’s estate and one-half 
to his children. The wife’s share was to be no less than $5,000 per 
year during her life, with power in the trustees to invade principal, if 
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necessary, to meet that sum. If the wife required more than $5,000 
per year, she alone should be the judge of how much more she needed, and 
the tustees were directed to invade principal if necessary, to make up 
such additional sums. The Commissioner of Internal Revenue con- 
tended that such trust did not qualify for the estate tax marital deduc- 
tion. HELD: The trust qualifies for the marital deduction because 
the wife was given an unlimited power to invade principal, which 
amounts to a marital deduction power of appointment under Section 
812(e) (1) (F) of the 1939 Code. 


Contribution by Survivor to Joint Tenancy 





Estate of Mulconroy; Mulconroy v. Commissioner of Internal Revenue, 
Tax Court of United States, July 20, 1956 


Issue arose as to whether only one-half of the entire value of two 
U.S. Treasury Bonds issued in the name of decedent “or” his sister 
should be included in decedent’s estate for estate tax purposes. Dece- 
dent’s estate claimed that the sister had provided the purchase price 
and showed that she had withdrawn from her bank account an amount 
sufficient to cover the cost of the bonds. However, the withdrawal 
occurred well over a year before the first of the two bonds was 
purchased. HELD: Despite the withdrawal of sufficient money by 
the sister, and despite the bonds being in the sister’s possession, there 
is not sufficient proof that the sister paid for the bonds. Their entire 
value is includible in decedent’s estate. 


Gifts of Stock As Gifts. of Future Interests 





Goldstein v. Commissioner of Internal Revenue, Tax Court of the 
United States, June 12, 1956 


A mother created a trust of stock in a family corporation for the 
benefit of her children, providing that the corporation could purchase 
each year as much of the trust stock as it wished. The proceeds of 
such purchases would be paid over by the trustees to the beneficiaries. 
Trust income was to be used to purchase additional stock from the 
mother. In 1950 and 1951 the mother gave more stock to the trust, and 
in her gift tax returns for those years she took the $3,000 exclusion for 
each child. The Commissioner of Internal Revenue disallowed the 
exclusions, contending that the gifts of stock were gifts of future rather 
than present interests. HELD: The gifts were gifts of future interests 
because any enjoyment of the gifts was entirely contingent upon the 
discretion of the corporation in deciding whether or not it would pur- 
chase trust stock. 
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INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 


Managing Trust Investments 


IVE major factors influence the 

decisions of institutional in- 
vestors investing trust account 
funds, states William R. Bierde- 
man, Vice President and Invest- 
ment Officer of The First 
National Bank of Fort Worth, 
Texas. He lists them as follows: 

1—Business — Economic—Mar- 
ket Levels. 

2—Investment policy of the 
managing bank. 

3—The legal instrument, and 
moral requirements. 

4—Actual objectives of the 
individual account. 

5—Investment in specific indus- 
tries in specific issues. 

With respect to diversification, 
Mr. Bierdeman notes an over- 
all objective of two-thirds in 
money rate paper and one-third 
in equities. However, he points 
out that such a goal is always 
subject to the needs, require- 
ments and objectives of each 
individual account. 

In connection with equity in- 
vestments, a combination pro- 
gram of income and _ growth 
issues is suggested, with little 
enthusiasm being expressed for 
cyclical industries. Avoidance of 
industries, and companies within 
those industries, which appear to 
be stagnating or in a declining 
stage of operations is also 
stressed. This decision is based 
on the following logic. While it 
is possible to make a profitable 
investment in issues which fall 





within the latter category, these 
are realized only by advantageous 
purchase in the short-term cycle 
of a long-term cyclical move- 
ment. Accordingly, says the 
Texas trust officer, “We would 
prefer not to run the risk of 
attempting to pick that short- 
term cycle as far as our institu- 
tional operations are concerned.” 

In appraising company affairs, 
aggressive management is deemed 
important, but such management 
must not be aggressive to excess 
—to the point where it takes too 
many chances with money bor- 
rowed from the investing public; 
in other words, a distinction must 
be made between aggressive and 
speculative management, with 
care being taken to avoid the 
latter. 

Companies which have active re- 
search departments are more 
favorably regarded, as are those 
companies which are diversified 
not only as to the products in- 
volved, but in horizontal and 
vertical operations as well. 

“Frankly, because of our posi- 
tion,” declares Mr. Bierdeman, “— 
and all banks are in the same posi- 
tion—we can and do use only 
those issues which are representa- 
tive of companies which have 
proven their ability by continued 
growth in both gross and net in- 
come, those issues which have a 
longevity record of dividend pay- 
ments and issues of those com- 
panies which are properly financed 
and properly capitalized.” Quality 
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is an important factor, this con- 
clusion stemming from the fact 
that companies which have main- 
tained a quality position are those 
which have survived the worst 
depression in the history of time 
and two world wide wars. 


With reference to current in- 
vestment policy, Mr. Bierdeman 
notes that many economic indica- 
tors point to the possibility that 
we may now be at a temporary 
top of the business cycle; that a 
recession or correction from the 
present level of business activity, 
showing a Gross National Product 
of over $400 billion, may be forth- 
coming. Stock prices have risen 
very considerably in the last ten 
years—and particularly in the last 
three years—reflecting the “filling 
up of the vacuum of demand of 
consumers and industry during 
the war years.” Consequently, 
because the economic picture is 
certainly not as clear as it was two 
or three years ago, he believes it 
advisable to take steps to “up- 
grade” portfolios. 


In the event of any business ad- 
justment, he reasons, lesser quality 
issues will tend to decline more 
steeply, while higher quality issues 
will generally be more resistant to 
price erosion. Furthermore, higher 
quality issues generally tend to 
snap back faster. This is because 
such issues represent companies 
which have aggressive manage- 
ment and sound financial policies, 
and have the capital with which 
to weather financial storms. On 
the other hand, if no correction 
materializes, and business is to 
move on a relatively level plateau 
or in a slightly upward direction, 
the methods of solving the com- 
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petitive situation will require 
financial ability; the strongest 
companies and those with the most 
aggressive management—which in- 
cludes active research—will have 
the best chances of survival. 

The established and accepted 
procedure of investment analysis 
and selection followed by the 
Texas institution embodies the 
following steps: 

1—An analysis of present busi- 
ness and economic conditions. 


2—An analysis of various indus- 
tries—selecting those which appear 
to have a favorable outlook, and 
discarding those whose future may 
be uncertain or clouded. 

3—An analysis and selection of 
companies within the industries 
which have been chosen, with 
emphasis on aggressive manage- 
ment, research and the probability 
of growth with an expanding 
economy. 

4—The selection of specific 
issues from the companies analyzed 
and the selection of those issues 
which best fit the needs of the 
accounts. In this connection, a 
bond of one company may some- 
times be suitable while the stock 
of the same company is not. 

Mr. Bierdeman has this to say 
about the income tax liability on 
capital gains which many people 
regard as a deterrent to specific 
selling action, and replacement 
with other higher quality issues. 
The customary approach of many 
investors is that the maximum 
25% capital gains tax “locks in” 
and freezes existing holdings. But, 
he observes, many people change 
their minds when the market 
suffers a sharp decline; experience 
shows that “a lot of so-called 
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‘locked doors’ were ‘unlocked’” 
during the April-May reaction 
when the Dow-Jones averages de- 
clined over 50 points. “Let not 
the bugaboo . . . of the 25 per cent 
capital gains tax,” he counsels, “be 
a deterrent to completing an ex- 
change if that specific exchange 
has merit from a quality, income, 
or other sound investment stand- 
point.” 


The Business Outlook 

There is widespread expectation 
of continuing domestic economic 
growth at a relatively stable rate, 
and a good section of prevailing 
opinion holds that future business 
corrections may remain fairly 
moderate because of the cushion- 
ing effect of long-term growth 
trends. Cited in support are the 
expansive forces in our economy 
and in the world at large, which 
include the upsurge in population, 
pressures for higher living stan- 
dards, the increasing need for new 
productive facilities, as well as 
the new vistas opened up by ad- 
vances in technology and re- 
search. Another factor stressed 
is government assumption of 
responsibility—the world over— 
for maintaining full employment. 

On the other hand, remarks Roy 
L. Reierson, economist of the 
Bankers Trust Company of New 
York, a more critical approach is 
also being heard. Some observers 
regard the prevailing widespread 
long-term optimism as a byproduct 
of a decade of almost uninter- 
rupted economic expansion; they 
point out that, in the past, this 
country has repeatedly experienced 
long periods of high and rising 
economic activity without entering 
a “new era.” 
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Since the start of the industrial 
revolution, a strong and broad 
growth trend has characterized the 
international economy; but it is 
also true that short-run volatility 
has equally been a feature of 
modern economic history. Thus, 
continuation or acceleration of 
long-term growth in the future 
would not necessarily preclude the 
possibility of business fluctuations 
considerably more severe than 
those of the past decade. Fortu- 
nately, however, such awareness, 
in itself, could contribute to— 
rather than detract from—the 
chances of achieving greater stabi- 
lity. 


For some months, states the 
Bankers Trust Company econom- 
ist, the American economy has 
been on a substantial plateau of 
production and output; weakness 
in residential building and passen- 
ger car production has been largely 
offset by a rapid expansion in 
outlays for construction and pro- 
ducers’ durable equipment. He 
views the strength in private in- 
vestment and government spend- 
ing, as well as the absence of the 
obvious misuse of private credit, 
as fairly effective safeguards 
against a sharp business recession 
at this time. However, in the 
light of the remarkably rapid ex- 
pansion of investment, he wonders 
whether the rate can be sustained 
for an extended period into the 
future. 


Since other sectors of the 
economy. may fluctuate more 
widely in the -period ahead, the 
possibility of greater. uncertainty 
in the capital goods sector can 
have important implications. 
“Weakness in private investment 
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activity,” Mr. Reierson declares, 
“would pose more difficult prob- 
lems for business and Government 
than any yet faced by the United 
States economy since World War 
II.” It is noteworthy that the 
inventory cycle has repeatedly 
demonstrated its tenacity, that 
consumer buying—of consumer 


goods particularly—is evidencing 
renewed volatility. Also, the hot 
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and cold winds created by inter- 
national tensions inject a wholly 
unpredictable factor into the 
business picture. 

Nevertheless, Mr. Reierson 
believes that a deep and prolonged 
depression, such as that of the ’30s, 
is “unlikely in our day.” He 
accepts as a foregone conclusion 
the long-term growth of the 
American and world economies. 
However, he warns against accept- 
ance of the thesis that such growth 
has eliminated all except the most 
casual and innocuous of business 
fluctuations. In this connection, 
he directs attention to the latest 
United Nations World Economic 
Survey which concludes that the 
past decade of prosperity provides 
“no proof either that the world 
has acquired permanent immunity 
against the business cycle, or that 
national and international reme- 
dies in its medicine chests would 
be sufficiently potent to cope with 
another outcropping of the 
disease.” 

In the present environment, Dr. 
Reierson comments, an uncritical 
premise of economic stability, 
along an ever-rising trend, could 
well become a source of pro- 
nounced instability at home and 
abroad. Therefore, he remarks, it 
is better to base policies on the 
assumption that, in the period 
ahead, fluctuations in economic 
activity may be somewhat greater 
than during the past decade. The 
alternative is to “court painful 
corrections by acting on _ the 
hazardous supposition that we 
have attained a fluctuation-free 
economy.” 
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“79% of B. F. Goodrich Employees... 
Save $9,000,000 Per Year” 


“B. F. Goodrich people are proud of 
their many years of oa tion in 
the Payroll ” eradi Plan. 75% of our 
employees are members of the Plan, 
with payroll deductions of $9,000,000 
a year. 

hens is one of pte to our 
continued pr ity. It builds secur- 
ity for the ser agg ted inflation and 
stabilizes the purchasing power of the 
dollar. I am proud that Ohio is a 
leader in this worthwhile endeavor 
and that it has been my privilege to 
serve since 1950 as State dh 


the Payroll Savings Advisory Com- 
mittee.” 

JOHN L. COLLYER, Chairman 

The B. F. Goodrich Company 

A simple person-to-person canvass 
that puts a Payroll Savings Applica- 
tion Blank in the hands of every em- 
ployee is all you have to do to install 
the Payroll Savings Plan or build em- 
ployee participation in your present 
plan. Your State Sales Director is 
ready to help you. Write today to 
Savings Bond Division, U. S. Treas- 


airman of  ury Dept., Washington 25, D. C. 
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The terrible vengeance 
of Joseph P, Fyffe 


O* A WARM August evening in 1870, 

a footsore stranger in naval offi- 
cer’s uniform walked into East Had- 
dam, Connecticut. 

His name was Joseph P Fyffe, and 
he was revenging himself on the Navy 
for refusing to advance him travel 
money to proceed to his new station, 
San Francisco. 

He was trudging cross-country on 
foot. And conscientiously wiring in 
daily progress reports well-calculated 
to give his superiors apoplexy. His 
sixth, from Albany, N.Y., read in part: 

“Entered Albany barefooted X 

Comfortable X Earning my keep 

as bartender X Local rum far su- 

perior that served in Navy X Am 
sending sample” 
At this, the Navy struck its colors, re- 
versed its time-honored tradition, and 
began prepaying travel allowances. 

Strangely enough, Joe Fyffe actually 
wound up as a rear admiral. That, of 
course, was years later; and he has 
long since passed to his reward. But his 
vigorous and outspoken independence 
is still alive and kicking in today’s 
Americans. That’s why our country is 
a strong, vital nation and why our coun- 
try’s Savings Bonds are one of the fin- 
est investments in the world. 

165 million Americans stand behind 
U.S. Savings Bonds. There is no better 
guarantee. So buy Bonds regularly — 
and keep the ones you buy. 


The U.S. Guennae does not pay for this advertisement. It is donated by this publication in 
cooperation with the Advertising Council and the Magazine Publishers of America. 


It’s actually easy to save—when you 
buy Series E Savings Bonds through 
the Payroll Savings Plan. Once you’ve 
signed up at your pay office, your sav- 
ing is done for you. The Bonds you 
receive pay good interest—3% a year, 
compounded half-yearly when held to 
maturity. And the longer you hold 
them, the better your return. Even 
after maturity, they go on earning 10 
years more. So hold on to your Bonds! 
Join Payroll Savings teday—or buy 
Bonds where you bank. 


Safe as America — 
US. Savings Bonds 
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